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(1)

ENERGY MARKET MANIPULATION

WEDNESDAY, MAY 15, 2002

U.S. SENATE,
COMMITTEE ON ENERGY AND NATURAL RESOURCES,

Washington, DC.
The committee met, pursuant to notice, at 2:34 p.m., in room

SH–216, Hart Senate Office Building, Hon. Jeff Bingaman, chair-
man, presiding.

OPENING STATEMENT OF HON. JEFF BINGAMAN,
U.S. SENATOR FROM NEW MEXICO

The CHAIRMAN. The hearing will come to order. Thank you all for
coming. We can go ahead and get started here. We have got quite
a few witnesses to hear from.

This is the seventh hearing that has been held in this Congress
by this committee on the problem of California electricity markets.

At our hearing in January, Senators Feinstein and Cantwell and
Wyden particularly urged the Chairman of the Federal Energy
Regulatory Commission, Pat Wood, who is here with us today, to
investigate whether traders in California power markets had ma-
nipulated those markets to raise prices artificially. FERC began
that investigation and although the investigation is not complete,
it has already uncovered strong evidence that market manipulation
was occurring and that various trading practices by Enron and
other companies did affect prices in California’s wholesale markets.
Memos describing this manipulation were provided by Enron and
were released by the FERC just this last week.

Today’s hearing has several purposes. I will list four of them at
least here.

First would be to help us understand the nature and extent of
the trading practices that Enron was engaged in.

A second purpose would be to assess the extent to which this
market manipulation may have influenced prices of wholesale
power.

A third purpose would be to obtain a status report from FERC
on its investigation and other actions that it is taking to provide
relief for past market abuses and to prevent future abuses.

A fourth would be to determine what statutory changes are re-
quired to prevent a recurrence of these problems in California and
elsewhere.

There will be many more months of evidence gathering and de-
bate about what lessons we can learn from Enron’s collapse and
from California’s troubled efforts to deregulate its wholesale elec-
tricity market.
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Alan Murray, in an article in yesterday’s Wall Street Journal
listed three lessons that he believes we should learn. No. 1, deregu-
lation of the Nation’s electrical system needs to be designed by
smart people who are acting, as much as possible, in the public in-
terest. No. 2, the deregulated system needs to have very clear rules
that apply nationwide and do not vary from State to State. And No.
3, those rules need to be enforced by a well-staffed, muscular Fed-
eral regulatory agency. I will be interested in hearing from Chair-
man Wood and the other witnesses as to whether they agree that
these are the right lessons for us to learn.

Let me defer to Senator Murkowski for his opening statement.
Then we will hear from the witnesses.

STATEMENT OF HON. FRANK H. MURKOWSKI, U.S. SENATOR
FROM ALASKA

Senator MURKOWSKI. Thank you very much, Senator Bingaman.
First of all, let me comment relative to the Enron issue because

it has become quite fashionable to simply blame activities on
Enron. They are a convenient excuse. And there is a little politics
involved, but that is not rare around here. Let me remind the
record and my colleagues, in 1998 the Clinton administration sent
an electricity bill to Congress. This was more than generous to
Enron. It proposed Federal command and control. It created a na-
tional regulatory infrastructure, best suited to large trading oper-
ations seeking to cherry pick electricity from markets across the
country or across the street. It greased the skids for trading. This
made it even easier for Enron to appear bigger, stronger, faster.
And of course, we know better today.

Now, perhaps the Clinton bill had something to do with the fact
that Ken Lay’s name is in the guest book of the Lincoln Bedroom
in the former Clinton White House, but it is not necessary for me
to criticize who the house guests were. But I think it is fair to say
that it is clear that the Clinton electricity bill was written, thanks
in part to the close ties between Ken Lay and the Secretary of En-
ergy at the time, Secretary Peña. So, make no mistake about it. It
was a bill that a lot of us had concerns with. Many people recog-
nized that it would have a broad, far-reaching effect on our econ-
omy and our energy supply. Therefore, we wanted to tread very,
very lightly.

As a consequence, that bill went nowhere. Enron was not happy.
They wanted their legislation to move, and as evidence, I quote an
excerpt from the Washington Post, January 13, 2002. In a news ac-
count of one particular meeting, ‘‘Lay and Peña agreed that a go-
slow approach to deregulation advocated by Senator Murkowski
was unacceptable.’’

Now, Senate Republicans had not resisted the urging of Enron
and high Clinton administration officials. The troubles of California
would perhaps not be unique, nor limited to California. These same
problems effected the entire Nation.

As we look at today’s hearing, we are talking about Enron’s trad-
ing practices and FERC’s efforts to protect the consumer. I want
to commend Chairman Wood, FERC’s current head. I want to also
recognize the contribution of Mr. Hebert who was formerly Chair-
man. I think FERC is to be congratulated on their aggressive pur-
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suit of these problems in the West. Hopefully it will be factual in-
formation. Right now, FERC has five major western price inves-
tigations underway. One uncovered the Enron memorandums
which the Chairman spoke about.

Let me also commend the administration, the Department of Jus-
tice, the SEC, and others.

So, why was the California market vulnerable to manipulation?
Why were there problems in California, but apparently certainly
not to the degree anywhere else such as the PJM power pool on the
east coast?

Did Enron really cause California’s problems or did it and other
traders just take advantage of a flawed system?

I think we all know the answers to many of these questions. The
State of California created a dysfunctional market. Governor Davis
received some very, very poor advice. You cannot stay in the candy
business very long unless you pass on your costs to the consumer.

Market participants such as Enron took advantage of the weak-
nesses in the California program. But California only has itself to
blame for creating a flawed system in the first place. Hindsight is
cheap and that is one of our jobs around here.

It should come as no surprise that if you create a flawed system
riddled with loopholes, people are going to take advantage of it. Let
me make reference to a May 8 Washington Post editorial, and I
quote. ‘‘As with Enron’s accounting scams, the firm’s aggressive
rule breaking is only half the story. The other half involves the
rules themselves, which all but invited abuses. California’s politi-
cians created a flawed electric market that banned the long-term
contracts that would have stabilized prices, forcing power users to
depend entirely on short-term purchases. When power grew scarce
because of weather and other factors, consumers were at the mercy
of suppliers. By withholding power or engaging in other trading
tricks, some perfectly legal, suppliers could send prices through the
roof, which they did. On top of these design mistakes, California
regulators refused to raise retail prices as shortages mounted in
2000. This only made the shortage more acute, increasing the op-
portunities for speculative profits.’’

California’s problems resulted in price spikes and power short-
ages. It drove one of the three major investor-owned utilities into
bankruptcy and put the other two on the verge.

When that occurred, what was California’s response? More coun-
terproductive government. The State of California signed billions of
dollars of long-term power supply contracts on behalf of the inves-
tor-owned utilities. Keep in mind that the State prevented the
IOU’s from long-term contracts in the first place.

When the State signed contracts, when they proved to be far
above the market, putting California taxpayers on the hook for bil-
lions of dollars, guess what happened? Well, we see that in the
paper as Governor Davis proclaims his predicament. California, ac-
cording to Governor Davis, is trying to abrogate the contracts and
place the blame on industry, not just Enron.

I must note that some of the biggest winners in this mess are
California’s public owned utilities. Exempt from both Federal and
State oversight, they were entirely free to game the system—and
they did. That is where I would hope FERC would focus. Public
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owned utilities charged some of the highest wholesale prices during
the period that California had price spikes. Unfortunately, if
FERC’s investigation finds unlawful price manipulations and inap-
propriate windfall profits, California’s municipal utilities may get
off scot-free because FERC’s authority is limited.

I am disturbed by reports about the activities of the California
independent system operator during this period. Congressman Ose
recently released a transcript of a conversation between a staff
member of the California ISO and Enron power trader. In this
transcript the ISO asked Enron to keep their bid high in order to
artificially elevate the price of power in California. That is either
accurate or it is inaccurate. I hope we will find out.

Why did the California ISO do that? After all, the California ISO
was set up to promote competition and keep prices down, not to
collude with energy traders to keep prices high. Perhaps the an-
swer can be found in the Energy Daily publication dated April 25
which observed—and I quote—‘‘critics have alleged that the ISO
was working on behalf of the California Department of Water Re-
sources when prices collapsed last summer and the State was left
holding onto excessive power at prices that were considerably above
market.’’ This is certainly something that I think FERC and the
Justice Department should look into.

Before we rush to judgment, it is important to note that we do
not know for a fact that illegal price manipulations or gaming actu-
ally occurred. That is the subject of the ongoing investigation by
FERC and others. We feel we are entitled to an answer. We do not
have access to the documents FERC has received in its ongoing
proceedings. Moreover, we do not even know if these activities were
illegal. That is the job of the Department of Justice and FERC to
determine, not necessarily the Congress. We all want to prevent
price manipulation and to see punished those who violated the law.
But we must be careful to not presume that an entire industry is
guilty on pretrial information about a single participant. This is a
very capital intensive industry and investors become wary of in-
vesting in new generation and transmission. They became afraid of
undue political influence and legal matters, and see a rush to judg-
ment. Consumers in our economy will suffer in the long term. We
will not have reliable electricity at reasonable prices that we have
come to expect and support this Nation’s standard of living.

We also need to be careful that we do not compromise ongoing
Federal investigations for the sake of hearing processes. Thus, I
was very disturbed by an article in USA Today which quotes
Democratic Majority Leader Daschle as charging Enron with
breaking the law. He is quoted as saying, ‘‘I don’t think that there’s
any doubt that somebody ought to go to jail.’’

For those who think that Congress should do something more,
we already have provisions in the Senate-passed energy bill. For
example, we have given FERC new enforcement authority. We
have given FERC new merger review authority. We have given
FERC new authority to revoke deregulated rates. It gives FERC
new authority to audit utility books. It requires FERC to establish
an electronic information system. It requires enforceable reliability
standards and establishes an office of consumer advocacy in the
Department of Justice.
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I look forward to the witnesses’ testimony today, as we try to get
to the bottom of some of this information. I wish the panel a good
day.

The CHAIRMAN. I am sure each member of the committee here
has strong views they would like to express, but I think in order
to get on with our witnesses, we should proceed? Let me call on our
Chairman of the Federal Energy Regulatory Commission, Pat
Wood, first and then call on Mr. Winter to follow him. Please take
about 8 minutes or however much of that you need to make the
main points that you think we need to hear, and we will include
any written statements you have in the record.

Senator WYDEN. Mr. Chairman, just a question. We have a vote
on the floor. Is it your intention to hear from Mr. Wood first and
then we will come back for questions? Or what is your intention?

The CHAIRMAN. Well, I had not noticed the vote. I think it is im-
portant that we all hear his testimony. Perhaps we should go
ahead and vote and then return. Let’s do that? We will reconvene
here in about 10 minutes.

[Recess.]
The CHAIRMAN. The hearing will reconvene. Please go right

ahead with your testimony, Chairman Wood, and then Mr. Winter
after that.

STATEMENT OF PATRICK WOOD III, CHAIRMAN, FEDERAL
ENERGY REGULATORY COMMISSION

Mr. WOOD. Thank you, Senator Bingaman, Senator Feinstein,
and Senator Domenici.

One of the principal reasons that I accepted the President’s re-
quest for me to come work at FERC during this term was to restore
customer confidence in the Nation’s energy marketplace. After the
events of the Western market in mid to late 2000, that certainly
has been a challenging task.

The sort of behavior indicated in the Enron memos that are the
subject of today’s hearing is not what I think we need to have cus-
tomer confidence in the Nation’s energy markets. One of the things
that has fallen from that certainly is the nature of the regulatory
regime at FERC, and certainly the questions, Senator Bingaman,
that you asked me in the letter inviting us to the hearing draw
that point.

One of the things that as a former State regulator we needed and
have wanted with our Federal agencies that did the same thing,
the FCC for telecom regulation and FERC for energy regulation,
would be a supportive partnership as we made changes in our
State’s regulatory structures. Market oversight is a big part of that
supportive partner relationship between the State and Federal
Governments, and it is one of the principal goals that I have set
for this commission because I think it has not been principally an
elevated role of what we do.

Along with fostering a high quality environmentally responsible
energy infrastructure and having balanced rules for the energy
marketplace, we need to make sure that we protect customers
through vigilant market oversight. So, one of the first things we
did when I took over as chairman last September, was to formally
amend our agency’s strategic plan to recognize that market over-
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sight is a big part of what we are about and certainly a growing
part, as we move forward into the future.

Building upon the existing structures that we have, both inside
and outside the Commission, we have over the past several months
created a new Office of Market Oversight and Investigation, which
I am pleased is now headed by a gentleman from the outside.
Among many qualified people that I interviewed personally for it,
Bill Hederman, who has some very good background in the energy
markets, is now head of that office and will, by the end of the sum-
mer, have that office fully staffed and up and operational with,
hopefully, 80 or 100 or so auditors, investigators, data folks, engi-
neers, economists, attorneys, analysts, those type of folks, a broad
multi-disciplinary group of people whose job is really to keep an
eye on the day-to-day operations of the energy market in a manner
that we quite frankly have not done and done well before.

I want to say—and I mentioned to the prior committee—right be-
fore I took over as Chairman, Senator Domenici called and asked,
based on the testimony I gave to this committee in July of last
year, was there anything we needed to basically effectuate the vi-
sion of market oversight. Certainly I thought long and hard and
gave a figure for some additional funds for salaries for employees
and some additional high-dollar employees. And I was pleased that
at least a good chunk of that request made it through the con-
ference and has been able to be used to support our efforts to begin
that new office right away this year. So, I am appreciative of that
as always to the members of the committee. I know Senator Fein-
stein helped as well in getting that through.

Certainly getting the right people at the Commission to have the
intellectual curiosity to follow up on this stuff, who are of a new
mind set, not the traditional kind that receive filings and act on
them, but who are going to go out, look at markets, ask hard ques-
tions, turn over rocks, that is a different mind set than the agency
has had and that agencies at the State level have. So, creating that
new role for regulators is not just a resource issue, but it is kind
of a cultural change as well. So, we are in the process of going
through that and again appreciate the support and help of Con-
gress in that regard.

A couple of other things we are doing besides setting up the of-
fice. Certainly the investigation I committed to all of you at your
request in January to get deeper into the game here. Do not just
do the refund hearing, but go deeper and find out really what hap-
pened here so we can know once and for all what kind of behaviors
caused these market dislocations in the West in the past couple of
years, find out if there are any particular bad players, go after
them. If there are some particularly bad practices, get those fixed
as well. So, that process began right away in February of this year.

While most of our investigations are not announced and are pri-
vate, because of the way we initiated this one by my commitment
to you all, which my colleagues ratified, and we began with the in-
vestigation, it has been more in the public light than most of our
investigations have been. That has its awkwardness, but I think,
quite frankly, considering the gravity of the issue, the awkward-
ness is worth it. Where items are available to be made public, as
these memos were last week, we have done so and will continue to

VerDate 11-SEP-98 09:14 Aug 23, 2002 Jkt 000000 PO 00000 Frm 00009 Fmt 6633 Sfmt 6633 J:\DOCS\81-138 SENERGY3 PsN: SENERGY3



7

do so. Our submissions from our agency will be in the public
record.

And as I reported back to you all in writing following the Janu-
ary hearing, I expect to have to you all a report, hopefully one with
some finality, but at a minimum an interim report on where we are
before the summer recess so that we can start to draw some conclu-
sions from all of the information that we have acquired in the
study.

We are working with our sister agencies on this, the SEC, and
the CFTC. We are also coordinating our efforts with what the DOJ
has begun in its separate investigation as well.

Other things that we are doing, in addition to the investigation
and the refund hearing—I should update you on the refund hear-
ing. We have gotten, thankfully from Mr. Winter’s organization and
also importantly from the now bankrupt California Power Ex-
change, the PX, the data that we need to go forward on the refund
hearing. That refund hearing, which I had hoped would have been
finished by this past spring, was delayed to allow those parties to
get all the accurate information for the determination of what the
individual refunds were hour by hour, day by day for the period
from October 2000 through June 2001, which was the refund pe-
riod.

So, I expect that there will be a hearing on that. The judge has
agreed to the parties’ request to have that hearing in California,
in San Diego this summer. The final conclusions from the judge
will be out shortly thereafter, after parties have a chance to brief
that. So, although I wish it had been at the first part of 2002, the
refund case looks like it can come to closure at least in the latter
part of this year, and I look forward to that and getting that deter-
mined and clarified.

As you all know, there have also been some filings to have the
justness and reasonableness of the long-term contracts that the
State of California and a number of utilities in the West have en-
tered into that have been referred to a hearing. We sent those con-
tracts for review at hearings before for an administrative law
judge. Again, we tried to put those on a relatively short time frame,
but relatively short in that means probably by year’s end as well.

We have done some other things. The rulemakings that we have
done to try to get things—both clarifying reports to give trans-
parency of reporting requirements to the Nation’s energy customers
by all the Nation’s energy sellers. That was just recently revised
2 weeks ago by the Commission.

And then we are moving forward, in a very comprehensive way,
to look at rules going forward across the country, much as the edi-
torial that Chairman Bingaman mentioned in his opening com-
ments, we are looking for a nationwide approach, certainly with
some need for regional variation, but basically a nationwide ap-
proach toward energy markets that include not only structural
fixes for market power, but market monitoring and mitigation tools
to be used whenever behavioral fixes are needed and system plan-
ning for the transmission grid, reliability issues, independence of
the operator of the grid, and the like.

So, that comprehensive rulemaking is also a front and center
issue for the Commission, and we have the assistance and help of
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a lot of helpful parties across the spectrum and across the country
in that very public effort.

So, that is some of the background on what we are up to. I just
want to let you know, at the end of the day and the beginning of
the day, our commitment is the same, to make this Nation’s energy
markets work for the customer. That is why regulators are here,
to make sure that what are historically monopoly or potentially
monopoly forces are harnessed and used for the good of the Na-
tion’s customers. It is my pledge to you all, as all along, that we
will continue to do that. We have a ways to go and we are on track
toward getting there.

I look forward to any questions or comments from the committee
members.

[The prepared statement of Mr. Wood follows:]

PREPARED STATEMENT OF PATRICK WOOD, III, CHAIRMAN, FEDERAL ENERGY
REGULATORY COMMISSION

I. INTRODUCTION AND SUMMARY

Mr. Chairman and Members of the Committee: Thank you for the opportunity to
testify about potential manipulation in Western energy markets during 2000-2001
as suggested in recent documents provided in the course of the investigation under
way at the Federal Energy Regulatory Commission (FERC or the Commission) and
made public last week; actions that were taken to mitigate any market manipula-
tion or failures; and further actions that should be taken now and in the future.

Two major events in the past two years have raised significant concern over how
well competitive electric markets are working, whether our nation’s regulatory insti-
tutions and expertise are adequate to deal with such markets, and the wisdom of
continuing to move forward to promote competitive electric markets. These events
are the California energy crisis and the collapse of the Enron Corporation. Since last
year, FERC has moved aggressively to take steps within its authority to remedy
problems in the California and Western wholesale electric markets and to inves-
tigate potential manipulation of wholesale markets. Just as importantly, the Com-
mission is taking forward-looking measures to realign the wholesale electric indus-
try and ensure that there are adequate market rules and appropriate market over-
sight in place to support fully competitive markets. While the recent California and
Enron events have caused industry observers to reevaluate where we are on the
road to competition, I continue to believe that competition is superior to traditional
cost-based regulation for providing reliable and adequate electricity supplies at the
lowest reasonable cost to the nation’s electric customers. Just as competition is
thriving in the natural gas industry today, so too can it thrive in the wholesale elec-
tric industry—but there is more work to be done.

Let’s confront the key issues head-on. Did California experience severe electric
market problems? Clearly, yes. Were these problems the result of market manipula-
tion? We are currently investigating that issue. Many observers agree that these
problems stemmed in part from the poor design of the California electricity market
and the lack of adequate reserves and demand response relative to growing elec-
tricity demand. Those conditions made it possible for Enron (apparently)—and pos-
sibly other market participants—to exploit, profit from, and possibly exacerbate the
magnitude of California’s problems. Did FERC respond properly to help California
deal with these problems? Yes. It is clear that FERC took action to address prob-
lems in California and western markets, which became apparent in May 2000, by
instituting a fact-finding investigation into the nation’s electric bulk power markets
on July 26, 2000, and has been dealing with those issues extensively ever since.
Since I joined the Commission in June 2001, we have addressed California and
western states issues in almost every single open meeting and have dealt with each
issue using the best information and evidence available to us under the guidance
and limits of the law.

In the eleven months since I joined FERC, the nation has continued to reap the
continuing benefits of wholesale electric and natural gas competition. The billions
of dollars invested in efficient, economical, independent generation and gas pipelines
and production over the past decade have caused wholesale electric prices across the
nation to drop by 59 percent, while weighted average prices in California have
dropped from almost $140 to about $25 per megawatt-hour. Approximately 41,000
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new megawatts of electric generation capacity have been built across the country—
but only 2,922 megawatts have come on-line in California. Since I arrived in Wash-
ington, FERC has issued over 60 orders on issues relating to California and the
western states electric market and instituted numerous proceedings relating to the
California and western electric market. And to ensure adequate market oversight
for all wholesale electric markets in the future, FERC has formed and is now staff-
ing a new Office of Market Oversight and Investigation.

My purpose today is not only to look backward, but to look to the future as well.
I will begin this testimony by speaking about the Commission’s ongoing investiga-
tion into potential market manipulation by Enron or other entities in the West, and
then describe what steps the Commission has taken on California issues. But it is
important to look forward, and address the broader issue of how we can assure that
competitive electric markets work effectively across the nation, so all Americans can
enjoy the benefits of vibrant wholesale electric competition. The Commission is
working on numerous initiatives to build a sound foundation for competitive mar-
kets. These efforts—to improve and expand our nation’s energy infrastructure,
standardize and improve wholesale market design and rules, establish independent
regional transmission organizations (RTOs) to manage our nation’s electric grids
and markets, ease and expedite new generation interconnection, enable the full par-
ticipation of customer demand response, improve market transparency, and police
market participants’ behavior—should greatly improve the effectiveness of competi-
tive wholesale markets, and assure that market power abuse does not compromise
long-term market success.

II. THE COMMISSION’S WESTERN MARKETS INVESTIGATION

It has been alleged that Enron, through its affiliates, used its market position to
distort electric and natural gas markets in the West. In response to these allega-
tions, on February 13, 2002, the Commission issued an order directing its staff to
launch a non-public, fact-finding investigation. This on-going staff investigation is
gathering information to determine whether any entity, including Enron Corpora-
tion, through any of its affiliates or subsidiaries, manipulated short-term prices for
electric energy or natural gas markets in the West, or otherwise exercised undue
influence over wholesale prices in the West since January 1, 2000.

FERC staff members are collaborating with experts at the Commodities Futures
Trading Commission (CFTC), pooling the agencies’ expertise on the physical and de-
rivative transactions involved. We have established information-sharing agreements
with the CFTC and the Securities and Exchange Commission (SEC). In addition,
FERC has contracted with leading experts in business and academia to assist in the
investigation, and hired specialists in large-scale electronic data retrieval and analy-
sis to perform needed data processing and analysis.

On March 5, 2002, Commission staff issued an information request directing all
jurisdictional and non-jurisdictional sellers with wholesale sales in the U.S. portion
of the Western Systems Coordinating Council (WSCC) to report by April 2, 2002:
(1) on a daily basis, their short-term and firm and non-firm wholesale sales trans-
actions for years 2000 and 2001; (2) on a monthly basis, monthly firm and non-firm
capacity and energy wholesale transactions for years 2000 and 2001; and (3) long-
term capacity and energy sales transactions executed for delivery on or after Janu-
ary 1, 2000. Enron filed a deficient filing on April 15, 2002, and was directed to rem-
edy its filing immediately. In a letter to Enron’s counsel, on April 18, 2001, the
Commission’s staff noted that the deficiencies of Enron’s response signaled a break-
down in supervision and quality control and seriously impeded the Commission’s in-
vestigation. In light of these concerns, the Commission has sent two computer spe-
cialists to Enron’s Houston office to help access the Enron databases that contain
the information the Commission’s staff seeks. At this time, Enron has yet to fully
comply with the March 5, 2002, information request, particularly with respect to
providing affiliate sales data.

On May 6, 2002, counsel for Enron turned over to Commission staff three internal
Enron memoranda that were partially responsive to previous data requests issued
by Commission staff. Two of the memoranda are dated from December 2000 and the
other memorandum is undated. Enron’s counsel informed Commission staff that
Enron’s Board of Directors had voted, on May 5, 2002, to disclose these documents
and waived all claims of attorney-client privilege. Enron’s counsel also informed the
SEC, the Department of Justice, and the Attorney General of California about these
documents. FERC promptly released these memoranda to the public on the Commis-
sion’s website, along with a letter asking follow-up questions about the documents.
Because the investigation is non-public, the Commission has not made available to
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the public questions issued under subpoena or companies’ responses containing con-
fidential information.

The two dated Enron memoranda provide a detailed description of certain trading
strategies engaged in during the year 2000 by Enron traders, and, allegedly, traders
of other companies active in wholesale electricity and ancillary services markets in
the West and, particularly, in California. The last section of the dated memoranda
discusses the California Independent System Operator’s (CAISO) tariff’s definition
of, and prohibition of, ‘‘gaming’’ and other ‘‘anomalous market behavior.’’ The memo-
randa then list and discuss actions that the CAISO could take if the CAISO were
to discover that Enron was engaging in such activities.

According to the memoranda, the trading strategies generally fall into two cat-
egories. The first category is described as ‘‘inc-ing load’’—slang for increasing load—
into the CAISO real-time market, whereby a company artificially increases load on
a schedule it submits to the CAISO with a corresponding amount of generation. The
company then dispatches the generation it scheduled, which is in excess of its actual
load, and the CAISO pays the company for the excess generation. Scheduling coordi-
nators that serve load in California were apparently able to use this trading strat-
egy to include generation of other sellers. The second category is described as ‘‘re-
lieving congestion’’ and involves a company first creating congestion in the Califor-
nia Power Exchange (PX) market (which terminated January 31, 2001), and then
‘‘relieving’’ such congestion in the CAISO real-time market to receive the associated
congestion payments. This trading strategy is accomplished through such actions as
reducing schedules or scheduling energy in the opposite direction of a constraint
(counterflows), for which the CAISO pays the company. The two dated Enron memo-
randa also outline ten ‘‘representative trading strategies’’ that were used to ‘‘inc
load’’ and ‘‘relieve congestion’’ for profit.

On the same day Enron counsel divulged these documents, the Commission’s staff
sent a follow-up data request to Enron to elicit more information about the trading
strategies described in the memoranda. The follow-up data request ordered Enron
to give the Commission, by May 10, 2002, the names of the traders who were inter-
viewed and whose trading strategies are the subject of the memoranda. The Com-
mission’s staff also requested the production of any comparable memoranda that
discuss trading strategies and asked Enron to provide all correspondence related to
the subject matter of the memoranda. At this time, Enron has partially complied
with the Commission’s follow-up data request.

The Enron memoranda allege that traders from other companies also employed
several of these trading strategies. Therefore, the Commission’s staff issued a notice,
on May 7, 2002, to all sellers of wholesale electricity and/or ancillary services in the
West, alerting them that the Commission would seek information about their use
of the trading strategies discussed in the Enron memoranda in a data request, and
directing them to preserve all documents related to such trading strategies. Also on
May 7, 2002, the Commission’s staff issued a data request to the CAISO, seeking
information for the two-year period 2000-2001; FERC staff is currently analyzing
this material.

On May 8, 2002, the Commission’s staff issued a data request to over 130 sellers
of wholesale electricity and/or ancillary services in the West during the years 2000-
2001, with a due date of May 22, 2002. This data request asks every company with
wholesale sales during this period to admit or deny whether it has engaged in the
types of trading activities specified in the Enron memoranda, as well as any other
trading strategies. The data request asks for all internal documents relating to trad-
ing strategies that the company may have used during the relevant time period, in-
cluding correspondence between companies, reports, and opinion letters, and infor-
mation concerning megawatt laundering transactions that any of these sellers might
have engaged in with Enron. The data request specifies that the company’s response
should be an affidavit signed under oath by a senior corporate officer, after a dili-
gent investigation into the trading activities of the company’s employees and agents.

This investigation is non-public and confidential, as are all of the Commission’s
enforcement activities. From the start, we have made many of our activities public
(such as the questions asked of industry participants) and have released the Enron
documents for which privilege was waived, because of the high level of public inter-
est and the right of the public to be confident in our conduct of the investigation.
But at the same time, we must protect the integrity of the on-going investigatory
process and the rights of those being investigated. We need a complete record and
extensive analysis on which to base any findings, and we have not yet compiled such
a record. Although the Enron memos clearly are very serious, we cannot and should
not indict either a single company or an entire industry based on three memos.
Once the facts are clear, FERC will take appropriate actions within our statutory
authority. But first we must gather all the facts.
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The Commission staff’s discovery process has elicited, and continues to elicit, im-
portant information about trading strategies that several sellers in the West may
have used. The Commission’s staff is currently assessing how best to respond in
terms of further discovery, analysis and theories of the case. As soon as the fact-
finding investigation is complete, a thorough and timely report will be submitted to
Congress and the public.

III. OTHER FERC INVESTIGATIONS RELATING TO CALIFORNIA AND THE WEST

The current Enron investigation should be placed in context with the Commis-
sion’s other activities and investigations pertaining to California and the western
states. The Commission has been working diligently on the evolving California
issues, and will be acting on key pieces in the coming months. Some of these activi-
ties include:

• Requests for refunds for spot market sales through the CAISO and the Califor-
nia Power Exchange are now in hearings initiated by the Commission’s order
of July 25, 2001 (and supplemented on December 19, 2001). This proceeding
should determine the appropriate mitigated market clearing price in each hour
of the refund period consistent with the rate pricing methodology prescribed by
the Commission; the amount of refunds owed by each supplier according to the
Commission’s pricing methodology; and the amount currently owed to each sup-
plier, with separate quantities due from each entity, by the CAISO, the inves-
tor-owned utilities, and the State of California. Consistent with refund author-
ity under Section 206 of the Federal Power Act, the effective refund period ex-
tends from October 2, 2000, to June, 2001.

• The Commission’s order of July 25, 2001, initiated hearings on whether there
may have been unjust and unreasonable charges for spot market bilateral sales
in the Pacific Northwest for the period beginning December 25, 2000, through
June 20, 2001. The proceeding addresses the extent to which dysfunctions in
the California markets may have affected spot market prices in the Pacific
Northwest. The administrative law judge issued an initial decision on Septem-
ber 24, 2001, recommending against the ordering of refunds.

• On October 9, 2001, the Commission released a request for proposal for an inde-
pendent audit of the CAISO, which included an evaluation of the CAISO’s abil-
ity to manage the California market, and appropriate recommendations. The
audit, submitted to the Commission on January 25, 2002, by Vantage Consult-
ing, Inc., confirmed FERC’s prior findings that the CAISO board is not fully
independent, and offered recommendations to improve the CAISO’s manage-
ment and processes. This matter is a pending, contested proceeding before the
Commission.

• On April 11, 2002, the Commission ordered a hearing for the complaints filed
by Nevada Power Company and Sierra Pacific Power Company, Southern Cali-
fornia Water Company and Public Utility District No. 1 Snohomish County,
Washington. These utilities allege that dysfunctions in the California electricity
spot markets caused long-term contracts negotiated in the bilateral markets in
California, Washington and Nevada to be unjust and unreasonable; they ask
that FERC remedy the problem by modifying the contracts. The Commission di-
rected the parties to first participate in contractually mandated mediation.

• On April 25, 2002, the Commission issued an order setting for evidentiary hear-
ing complaints by the Public Utilities Commission of the State of California and
the California Electricity Oversight Board against a group of sellers under long-
term contracts with the California Department of Water Resources. The state
agencies allege that the prices, terms and conditions of such contracts are un-
just and unreasonable and seek contract modification. Here too, the Commission
strongly encouraged the parties to pursue settlement.

IV. THE COMMISSION’S ACTIONS TO MITIGATE MARKET MANIPULATION OR FAILURES IN
CALIFORNIA AND THE WEST

To understand FERC’s actions and their impacts in California and the western
power markets, it is useful to first understand how Enron’s trading strategies were
designed to exploit the California market:

• Strategies that involved ‘‘inc-ing load’’—artificially increasing load on schedules,
dispatching generation in excess of actual load, and getting paid for the excess
generation at the market clearing price;

• Strategies that exploited the congestion management system by relieving real
or artificial congestion;
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• Strategies that exploited the California v. Western price differential (e.g., mega-
watt laundering); and,

• Strategies that involve misrepresentation (paper trading of ancillary services
when the company doesn’t actually have the services to sell, submitting false
information about the identity of the plants providing the services, and selling
non-firm energy as firm to the PX).

With the exception of those strategies which involved deceit, these strategies were
specifically designed to exploit flaws in California’s market design. Since November
2000, FERC has been taking action to address these flaws and alleviate their con-
sequences, even though the specific trading behaviors outlined in the Enron memos
were not the target of the Commission’s efforts. These Commission actions are de-
scribed below.

Energy price levels—An extensive series of Commission orders served to moderate
California and Western states’ electricity prices, both through direct action on prices
and through indirect action to stabilize California’s spot and long-term markets.

• On December 8, 2000, at the CAISO’s request, the Commission responded to the
supply emergency and snowballing price conditions in California by modifying
the $250 price cap, so that bids above that level would be accepted but would
not set the clearing price paid to all sellers. That order also limited generators’
ability to withhold generation (using scarcity to drive up prices) by authorizing
the ISO to penalize participating generators that refuse to operate in response
to emergency dispatch instructions.

• FERC’s December 15, 2000, order reduced the impact and vulnerability of the
spot market by ending the requirement that California’s three investor-owned
utilities (IOUs) sell all of their resources into and buy all of their requirements
through the California PX. By terminating the requirement, FERC released a
total of 40,000 MW of load from the spot market and placed 25,000 MW of the
IOUs’ resources directly under the jurisdiction of the California Public Utilities
Commission.

• To reduce possible withholding of generation and increase available supplies,
FERC’s April 26, 2001, order allows the CAISO to order increased production
from any on-line, uncommitted in-state generation capacity in the real-time
market if the energy is needed. The June 19, 2001, order expanded this must-
offer requirement to include all utilities in the Western Systems Coordinating
Council (WSCC).

• FERC’s April 26, 2001 order also established a prospective mitigation and mon-
itoring plan for wholesale sales through the CAISO spot market, and estab-
lished an inquiry into whether a price mitigation plan should be implemented
throughout the Western Systems Coordinating Council (WSCC). This plan in-
cluded price mitigation for all sellers (excluding out-of-state generators) bidding
into the CAISO real-time market during a reserve deficiency (i.e., when reserves
fall below seven percent), with a formula to calculate the market clearing price
when mitigation applies.

• FERC’s June 19, 2001 order established price mitigation for spot markets
throughout the West, equalizing region-wide price limits across all western
states through September 30, 2002; this reduced the incentive to megawatt
launder. Key elements of the mitigation plan, to be in effect from June 21, 2001,
through September 30, 2002, included: retaining the use of a single market
clearing price for sales in the CAISO’s spot markets in hours when reserve mar-
gins fell below 7 percent; applying that market clearing price for sales outside
the CAISO’s single price auctions (i.e., bilateral sales in California and the rest
of the WSCC); and establishing a different price mitigation level formula for
those hours when California does not face a reserve shortage.

Congestion management—The fundamental flaw in California’s congestion man-
agement system is that it does not fully recognize the existence of major trans-
mission constraints outside the real-time market. Therefore, the CAISO schedules
buyers’ and sellers’ transactions without regard to the system’s actual physical
transfer capabilities, so that day-ahead pre-schedules are often not feasible. In such
a case, the infeasible day-ahead schedule causes the CAISO to anticipate a con-
gested system, so it pays entities in real-time to relieve the congestion. This can be
prevented—as it has been in all other active ISO organized markets—by designing
the day-ahead market to recognize all transmission system constraints and reliabil-
ity limits, and limiting the number of transactions and transmission accordingly to
avoid artificial congestion and reduce real congestion. Other ISOs also use some ver-
sion of congestion pricing that charges the cost of congestion to the entities that
cause it. These approaches limit the ability of market participants to manipulate
congestion and to profit from such manipulation.
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* The attachments have been retained in committee files.

The Commission told the CAISO in January, 2000, that California’s congestion
management system was flawed and needed to be fixed. Although the CAISO has
proposed significant changes to the system, those reforms are not scheduled to be
in place until 2003-2004. Similarly, the addition of much needed generation and
transmission capability, which will also help relieve congestion, will not occur in the
near future, but rather will take years to accomplish.

• In an order issued on January 7, 2000, FERC found the CAISO’s congestion
management structure to be fundamentally flawed and directed the CAISO to
develop and submit a comprehensive congestion management and market rede-
sign.

• In the face of limited response from the CAISO, FERC issued its December 15,
2000 order, requiring the CAISO to file a comprehensive redesign of its conges-
tion management program by January 31, 2001. The CAISO, under a new state-
appointed Board, did not make the filing.

• To the degree that exploitation of the interplay between trading on the Cal PX
and the ISO’s day-ahead market enhanced the ability of traders to manufacture
congestion for profit, the Commission’s termination of the California PX rate
schedule reduced the effectiveness of these strategies. Trading on the California
PX was halted in January, 2001.

• In an order issued May 25, 2001, the Commission clarified that price mitigation
applies to both energy and congestion management, thus limiting congestion
payments and disincenting this behavior.

• One year after directing changes to the CAISO’s congestion management sys-
tem, FERC’s December 19, 2001 order again directed the CAISO to file a re-
vised congestion management plan, due May 1, 2002.

• The CAISO filed a market redesign proposal on May 1, 2002, which anticipates
implementing some congestion management reforms by fall 2003 and winter
2004. The aspects of the ISO’s proposal that are proposed to become effective
by September 30, 2002, will not change the congestion market substantially.

The price mitigation measures put in place in the April 26, 2001, and June 19,
2001, orders have limited the effect of anti-competitive behaviors on market prices,
and they will continue to do so until September 30, 2002, when price mitigation is
scheduled to terminate. Before that date, the Commission will ascertain the appro-
priate mitigation tools needed for the California and western market going forward.
The CAISO has filed its plan for post-September mitigation, and I expect the Com-
mission to address this matter soon.

Megawatt laundering—These strategies exploited the fact that there were price
caps in effect for generation within California, but no caps affecting out-of-state im-
ports into the California market. FERC addressed this through a number of actions,
including its actions to increase the availability of in-state generation and to sta-
bilize prices across all of the western states.

• In early August, 2000, the CAISO prohibited non-firm exports.
• FERC’s April 26, 2001, order forced marketers outside of California bidding into

the CAISO to be price-takers, so they could not bid a higher price for imports
and set the price for the entire market; rather, as price-takers, importers accept
whatever price is set by in-state, non-imported generation.

• The June 19, 2001, order treated sales within and outside California uniformly
and imposed uniform price mitigation throughout the West. These measures
eliminated incentives for megawatt laundering.

Attachment A * is a detailed list of the significant FERC orders and actions per-
taining to California and western states electric markets since November, 2000.

Deliberate misrepresentation of information—This is clearly wrong. For instance,
selling or reselling what is actually non-firm energy but claiming that it is ‘‘firm’’
energy is prohibited by the rules of the North American Electric Reliability Council.
But it should be recognized that many of the trading strategies contained in the
Enron memos were not necessarily prohibited under the CAISO tariff, except for the
general prohibitions against gaming.

Although we have not completed our fact-finding investigation with respect to
sellers in California and the western electric markets, as a general matter it is clear
that regulators must have two essential tools to prevent or mitigate significant mis-
behavior. First, the market regulator must have adequate monitoring and oversight
capabilities, and a good understanding of market activities and patterns, to identify
when and whether misrepresentation and manipulation is occurring. Second, regu-
lators must have meaningful penalty authority, to ensure that market participants
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do not jeopardize reliability or manipulate market outcomes. FERC is working to
develop and improve its understanding of markets and market manipulation
through the new Office of Market Oversight and Investigation and its on-going co-
operation with the CAISOs’ Market Monitoring Units and other federal agencies.
But it is clear that the Commission’s penalty and enforcement authorities are lim-
ited and need to be expanded if they are to serve as effective deterrents to market
misbehavior. I will discuss this issue further below.

As the California situation evolved between 1996 and mid-2001, I was a state reg-
ulator, and I appreciated from afar FERC’s deference to California’s legislators and
regulators as they worked to design competitive wholesale and retail markets for
electricity. In 1996, California’s restructuring legislation, AB 1890, was unanimously
passed by the state’s Legislature. In retrospect, the Commission may have been too
deferential to California’s market design, allowing it to go forward because Califor-
nia had gone through a great deal of stakeholder consensus and compromise—and
because many crucial measures of the market design were dictated by state legisla-
tion. But as the magnitude of the problems in California and the West deepened,
it has been difficult to find a constructive way out of the binds that our joint history
has created.

Chairman Bingaman asked a number of questions in his letter of invitation which
I would like to address here.

First, are current disclosure rules sufficient to discover the kinds of behavior re-
ferred to in the Enron memos? That is not entirely clear. Based on a proposal issued
in July, 2001, FERC recently adopted a rule requiring detailed, standardized, elec-
tronic reporting on electricity market transactions. We believe that these data will
help to detect inappropriate behavior in energy markets, but it will take some time
to assess whether the new information permits us to monitor markets effectively.
We are also undertaking a comprehensive analysis of our information collection re-
quirements to determine what information is needed to effectively monitor a com-
petitive marketplace, and may seek to change reporting further in the future.

Are there behavior patterns that should be considered presumptively manipula-
tive? I don’t know yet. Clearly anything that involves deceit, fraud or misrepresenta-
tion is manipulative, but it is not always easy to detect and prove such behavior.
I hope we will be able to answer this question more definitively after the Commis-
sion completes its on-going western states investigation.

Are FERC’s market rules sufficient to ensure that markets are not being manipu-
lated? I believe that the rules now in effect across the organized markets in the
eastern markets prevent major market manipulation of the type outlined in the
Enron memos. And the Standard Market Design rules which we are now developing,
through a public process, seek to prevent such market manipulation in the future.
But the rules which have been in place in California have allowed some types of
manipulation to be practiced. Until organized electric markets exist across the en-
tire nation and transmission grid, it is still possible for market participants in vast
areas of the country to engage in behaviors that can adversely affect both the long-
and short-term markets. The Commission’s goal is to rely on clear rules of the road
under standard market design, and non-discriminatory transmission access, that
would apply to all transmission owners and operators and all generators and load-
serving entities. For this reason, we have placed the Standard Market Design effort
at the top of our regulatory agenda.

V. INTERACTION BETWEEN THE COMMISSION AND THE CAISO

There are two critical issues affecting the future of the CAISO and its ability to
remedy the problems that have occurred in California’s electricity markets. One is
the degree to which the Commission works with the CAISO to monitor activities
and developments in the California market. The other is the independence of the
CAISO itself.

In the past year, FERC staff has maintained frequent contact with members of
the CAISO’s staff, including its market monitoring staff. The Commission has also
held a series of technical conferences, most recently on April 4 and 5, 2002, and May
9 and 10, 2002, to facilitate continued discussions between the CAISO, market par-
ticipants, state agencies and other interested participants, on a revised market de-
sign for the CAISO. In addition, the CAISO’s market monitoring staff routinely con-
tacts FERC staff to discuss events and issues in the California markets. In an April
26, 2001, order, the Commission established a process to better track the develop-
ments in the California market. The CAISO now submits weekly reports to the
Commission of schedule, outage and bid data to review current market performance,
and includes any concerns such as possibly inappropriate bidding behavior.
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When the Commission’s new Office of Market Oversight and Investigation (OMOI)
is fully staffed, it will take over the task of working with ISO and RTO market mon-
itoring units (MMUs). The OMOI will coordinate closely with MMUs with respect
to local and regional market patterns and problems, but will also look for patterns
and problems across multiple regions and markets. OMOI will conduct monitoring
and oversight and issue regular reports on the status of the nation’s energy mar-
kets. It will also have the responsibility of investigating possible market problems
and participant misbehavior and recommending improvements and solutions to the
problems it finds.

The issue of the CAISO’s independence remains pending before the Commission
as a compliance issue. In its December 15, 2000, order, the Commission directed
that the CAISO board should be replaced with a non-stakeholder board that is inde-
pendent of the market participants. The CAISO declined to respond to this directive.
FERC hired consultants to conduct an independent audit of the CAISO, and has re-
cently received public comments on that audit report. To avoid pre-judging the
issue, I cannot state any conclusions now on this contested matter, but at a mini-
mum we should note that the issue of ISO independence and credibility is critical
not only for California but for every ISO and RTO. Participants in a competitive,
effective market need to be confident that the entity which manages the grid and
the market is independent and unbiased and will not act in a way that favors or
disadvantages any market participant. I expect the Commission to take up this mat-
ter soon.

VI. CAISO’S COMPREHENSIVE MARKET REDESIGN PLAN

On May 1, 2002, the CAISO submitted for filing a comprehensive market design
proposal, as directed in the Commission’s order on clarification and rehearing,
issued on December 19, 2001. The CAISO states that its proposal largely reflects
the market structure in the Commission’s standard market design rulemaking, i.e.,
an integrated day-ahead and real-time congestion management, energy and ancil-
lary services market based on locational marginal pricing.

The market redesign issue is pending before the Commission, so I cannot offer
any substantive comments on its merits. I can say that California is part of, and
dependent upon, the broader western states grid, and there will be many issues to
resolve with neighboring markets before we can realize seamless, efficient, full com-
petition that benefits California and all of its western neighbors.

VII. WILL MARKET DESIGN ALONE SAVE CALIFORNIA?

Even with the CAISO’s proposed market redesign, California’s electricity problems
will not be over. As California and others have recognized, a combination of factors
combined to cause the state’s problems in the year 2000:

(1) tight supply conditions in California and throughout the West;
(2) lack of significant demand response to hourly prices;
(3) high natural gas prices;
(4) inadequate infrastructure (including inadequate transmission capacity);
(5) lack of long-term supply arrangements and underscheduling in the for-

ward markets;
(6) inadequate tools to mitigate market power; and
(7) poor market design. (Charles F. Robinson and Kenneth G. Jaffe, CAISO’s

May 1, 2002 filing before the FERC of its Comprehensive Market Design Pro-
posal, pp. 7-8, footnotes omitted)

Since 2000, natural gas prices have dropped and a majority of California’s de-
mand is now served under long-term bilateral contracts rather than through the
spot market. There are currently market mitigation measures in place for the load
remaining in the spot market, and the CAISO has filed a proposal for a new and
better market design and congestion management system. But little else has
changed:

• California has built little new generation—only 3,055 megawatts of new genera-
tion have come on line since 2000, so there is now a total of 50,345 MW in-
state to serve a peak demand of 54,255 MW projected for 2002. Power plant de-
velopers have announced the cancellation of 17 plants previously proposed to be
built in California, for 1,296 MW, over the past year alone; Attachment B, a
map of new and cancelled power plants across the western states since the year
2000, shows that many proposed plants have been cancelled. Although the
CAISO itself has stated that ‘‘the capacity reserve margin . . . should be 14%
to 19% of the annual peak load to promote a workably competitive market out-
come’’ (‘‘Preliminary Study of Reserve Margin Requirements Necessary to Pro-
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mote Workable Competition’’, Anjali Sheffrin, Market Analysis, CAISO, Novem-
ber 19, 2001), California remains dependent on out-of-state imports for a signifi-
cant share of its load, and on unpredictable hydroelectric generation for 15% of
its supply. In the year 2000, California’s reserve margin was only 2%; for the
summer of 2002, the CAISO predicts a reserve margin of 8.4% at expected peak.

• California has built no new bulk transmission, either to link the north and
south portions of the state grid or to improve its import capabilities from out-
of-state generators. Recently, the Western Area Power Administration, PG&E
and TransElect filed a proposal to upgrade California’s Path 15 line.

• The ability of individual customers to receive price signals and adjust their en-
ergy demands accordingly remains limited. California has done much to reduce
peak customer loads, but more demand response is needed across the western
states, as a crucial check on the ability of suppliers to exercise market power
by raising prices.

Most of the above problems can only be resolved by California itself; but FERC
stands ready to assist the state within the limits of the law and our respective juris-
dictions. For instance, over the past year this Commission has acted expeditiously
to approve several natural gas pipeline applications to assure that additional gas
supplies can be delivered to the California border to serve the state’s growing load.

VIII. MAKING MARKETS WORK FOR THE LONG TERM

The Commission believes firmly that sound, competitive wholesale electric mar-
kets serve America’s energy users better than the cost-of-service, vertically inte-
grated utility alternative. FERC has been working hard to implement Congress’ vi-
sion of this since the passage of the 1992 Energy Policy Act. Since that time, we
have seen clear evidence in other countries and states that wholesale competition
improves reliability, drives down delivered energy prices, sparks technological inno-
vation, and enhances local economies with new capital investment. It is time to re-
commit ourselves to the challenge of completing the transition to fully competitive
wholesale markets.

The Commission’s strategy to complete the task of making wholesale markets
work has several key elements. Many of them are informed by what we have
learned from observing markets in California and the western states over the past
three years, and comparing them to other energy markets. Here are some of the les-
sons we have learned, which underlie the Commission’s initiatives concerning com-
petitive wholesale electric markets.
Standard Market Design

Energy markets are geographically large and regionally inter-dependent, so it is
critical to promote clear, fair market rules to govern wholesale competition that ben-
efits all participants, and assure non-discriminatory transmission access. Market
rules must also specify what constitutes inappropriate behavior and the con-
sequences for such behavior. Through its ongoing Standard Market Design (SMD)
rulemaking initiative, the Commission intends to reform public utilities’ open access
tariffs to reflect a standardized wholesale market design. SMD will help enhance
competition in wholesale electric markets and broaden the benefits and cost savings
to all customers. The goals of the SMD initiative include providing more choices and
improved services to all wholesale market participants; reducing delivered wholesale
electricity prices through lower transaction costs and wider trade opportunities; im-
proving reliability through better grid operations and expedited infrastructure im-
provements; and, increasing certainty about market rules and cost recovery for
greater investor confidence to facilitate much-needed investments in this crucial eco-
nomic sector. A sound market design, similar to the designs developed and tested
in the East, will reduce the incentives and opportunities to manipulate the market.
Regional Transmission Organizations (RTOs)

As long as they are properly structured and truly independent, RTOs will provide
significant benefits to electric utility customers across the nation by eliminating ob-
stacles to competition and making markets more efficient. RTOs facilitate wholesale
competition and, where states choose to pursue it, retail competition. Even in the
absence of retail competition, electricity customers benefit from increased competi-
tion in wholesale markets because it reduces bulk power prices and improves reli-
ability. First, RTOs should eliminate ‘‘pancaking’’ of transmission rates, that raises
the cost of moving power across multiple utility systems. Second, RTOs that have
the proper tools can better manage transmission congestion, reduce the instances
when power flows on transmission lines must be decreased to prevent overloads,
and effectively solve short-term reliability problems. I believe that RTOs (and inde-
pendent transmission companies operating under an RTO umbrella) will attract the
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capital and expertise needed to expand the grid and serve the generation capacity
necessary for growing, competitive electricity markets. Third, RTOs should ensure
that vertically-integrated transmission-owning utilities do not discriminate in favor
of their own generation over another seller’s generation. Fourth, RTOs can facilitate
transmission planning across a multi-state region and, by operating the grid as effi-
ciently as possible, should provide assurance to state siting authorities that new
transmission facilities are proposed only when truly needed.
Infrastructure

The Commission continues to work with others to promote adequate infrastruc-
ture by anticipating the need for new generation and transmission facilities, deter-
mining the rules for cost recovery of new energy infrastructure, encouraging the
construction of new infrastructure, and licensing or certificating hydroelectric facili-
ties and natural gas pipelines. Without adequate infrastructure, prices will rise due
to scarcity and there will be greater opportunity for market manipulation. To speed
the interconnection of new generation facilities, FERC has proposed a rule to stand-
ardize interconnection agreements and procedures, for use between all transmission
owners and generators. The Commission is also assessing the available energy infra-
structure across the nation, working by region-by-region with state officials and in-
dustry members to determine whether any problems or gaps exist and how joint ef-
fort and attention can help to remedy the deficiencies.
Market Monitoring and Mitigation

The Commission has instituted measures to ensure market mitigation in the fu-
ture in all RTO markets. The Commission’s Office of Market Oversight and Inves-
tigation will interface with the RTOs’ market monitoring units and will monitor
markets to ensure that market rules are working. Furthermore, under the Commis-
sion’s ongoing standard market design initiative, monitoring for physical and eco-
nomic withholding will be an important focus of the market monitoring units within
each RTO region. Each market monitor will report directly to the Commission and
to the independent governing board of the RTO. The Commission will exercise over-
sight over market monitoring and the impact of RTO operations on the efficiency
and effectiveness of the market.

IX. LEGISLATIVE ACTIONS THAT COULD HELP FERC DEAL WITH MARKET POWER

A. Earlier Refund Effective Date
The Commission must rely on Federal Power Act section 206(b) for refund protec-

tions if it finds that market-based rates are no longer just and reasonable. Section
206(b) provides that whenever the Commission institutes a section 206 investigation
of a rate or charge that may be unjust or unreasonable, the Commission must estab-
lish a refund effective date. If the investigation is based on a complaint, the refund
effective date must be no earlier than 60 days after the complaint is filed. Congress
can help the Commission protect customers against the exercise of market power
by amending Section 206(b) to allow the Commission to establish a refund effective
date that is as early as the date a complaint is filed.

Permitting the Commission to set a refund effective date as of the date a com-
plaint is filed will have two principal effects. First, it will increase the deterrent ef-
fect of refunds by increasing the period over which the Commission can require re-
funds for market manipulation or other improper conduct. Second, it will give cus-
tomers a stronger incentive to notify the Commission immediately when they per-
ceive manipulation even very short-term manipulation—of the electricity markets,
because customers will have greater access to refunds.
B. Increased Civil and/or Criminal Penalty Authority

The White House has requested that Congress, as part of the energy bill, increase
criminal penalties under the Federal Power Act. Specifically, the White House pro-
poses that the penalty for a willful and knowing violation of the FPA be increased
from the current $5,000 level to $1 million and that the potential prison term be
increased from two years to five years. For a violation of the Commission’s regula-
tions under the FPA, the White House proposes to increase the penalty from $500
per day to $25,000 per day. These changes will provide stronger deterrents to anti-
competitive behavior, market manipulation, and other violations of the FPA and
Commission regulations.

Congress could create additional deterrents to anti-competitive and bad-faith be-
havior in the marketplace by broadening and strengthening the Commission’s civil
penalty authority. Currently, FPA section 316A provides for a civil penalty authority
of up to $10,000 per day for violations of Section 211, 212, 213 or 214. These pen-
alties could be broadened to all sections of the FPA and increased significantly.
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C. Encouraging Construction of Needed Energy Infrastructure
Congress could encourage construction of needed infrastructure—particularly bulk

transmission, to reduce costly (and manipulable) congestion—by adopting measures
that include support for Regional Transmission Organizations and their regional
planning function. Another crucial measure is to adopt needed tax code revisions to
assure that municipally owned transmission owners can commit their assets to com-
mon grid use without losing the tax-exempt financing of those assets, and that in-
vestor-owned transmission owners can transfer or consolidate their assets without
incurring a taxable event that raises the costs of the transaction. In May 2002, the
Department of Energy released an excellent report, ‘‘The National Transmission
Grid Study,’’ which explains the crucial need for and value of a sound national
transmission grid. The Commission strongly supports the report’s recommendations.

X. CONCLUSION

The Commission is moving aggressively to investigate potential market manipula-
tion in California and the West, whether by Enron or other market participants. We
also are moving forward on initiatives that will put in place clear wholesale market
rules and effective market monitoring to protect customers in every region of the
country. We will continue to work with other federal agencies, with the states, and
with Congress to protect the nation’s electric customers and achieve the full benefits
of wholesale electric competition.

I look forward to sharing the results of our western markets investigation with
you this summer and welcome your input and questions.

The CHAIRMAN. Thank you very much.
Mr. Winter, please go ahead.

STATEMENT OF TERRY WINTER, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, CALIFORNIA INDEPENDENT SYSTEM
OPERATOR CORP., FOLSOM, CA

Mr. WINTER. All right. Mr. Chairman, members of the committee,
thank you for allowing me to be here. I did not hear how much
time I had. You said 8 minutes.

The CHAIRMAN. About 8 minutes. If you need another minute or
2, you are entitled to that, whatever you would like.

Mr. WINTER. I have submitted as direct testimony quite a num-
ber of documents that I may refer to, but rather than go into them
in detail, I will wait for that to happen during the questioning pe-
riod.

But I would like to emphasize three points today, and then I will
respond to any questions you may have.

First, as disturbing as these strategies may be, I think that we
have to look a little deeper, as we go forward, into the real cause
of the dilemmas that we have faced in California. So, we have iden-
tified that market power is a big issue and that is not always iden-
tified as gaming or the things you have seen. So, you have to look
at both of those together.

From the start-up, the ISO has been filing documents. I did not
bring them all. We had about a 2-foot stack of the different docu-
ments that we have filed concerning market power, but I have pro-
vided a chronological listing in the attachment of each of those doc-
uments.

As you will see in that, there is a strong and consistent emphasis
on detecting, constraining, and combating market power. Through
the turmoil of late 2000 and early 2001, our Department of Market
Analysis and an independent market surveillance committee re-
peatedly documented both the presence and the impact of the mar-
ket power in the California markets, and we have proposed many
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different ways of dealing with those, some of which we have en-
acted, some of which were not.

From the very beginning, there has been a potential for market
power in the design that California implemented. We recognized
that and we tried to combat it as we saw it come about. I stress
these points because market power has been the means from which
the greatest profits have been extracted from the California market
and in many ways it is the enabler that allows these different gam-
ing activities to take place.

Second, with regard to the gaming of the type described in the
Enron memos, the ISO consistently has monitored for such activi-
ties and, when appropriate, we have taken action. To cite but a few
examples, we have rescinded payments to suppliers who have
gamed our ancillary service markets. We have levied penalties on
suppliers who withheld energy and had invalid dispatch instruc-
tions, and we have issued directives requiring suppliers to cease
gaming strategies, and you will see the effect of those. We have
also chosen to change the market rules when we identified this,
and we have had our own internal practices of trying to counter the
gaming, and in some cases, where a lot of these operated beyond
our authority, we have referred those matters to FERC.

Third, it is imperative that we learn from the experience we have
had so that we may move forward to secure the consumer benefits
and trust and efficiency of the system, but we cannot forget reli-
ability. The ISO’s goal is to maintain reliability and assure that we
have sufficient power to meet the needs of our customers.

On May 1, 2002, we filed with FERC a detailed proposal for a
comprehensive redesign, and it adopts the best practices we could
find not only in the West-wide area, but also in the Mid-Atlantic
and any foreign markets that we saw. One of the problems that we
saw is that you cannot implement a market design piecemeal, so
if you pick pieces apart and you only implement part of it, you
leave an opportunity for people to go in and game the system. So,
as you look at these designs, you have to be very careful that you
pick up all the pieces, and that was very clear to us, especially in
California, where in operating the system, there were many enti-
ties that, one, I could not see outside the State, and two, internally
with the municipalities having their different systems, we found
that we could not see a lot of the activities that were going on.

Our proposal includes an integrated set of market monitoring
and mitigation proposals. I think it is imperative that we probably
overreact and protect customers from price spikes and high vola-
tility in the market.

Let me anticipate the question that rightfully you should expect
me to answer, and that is, would this market design change that
we propose address and close all opportunities for market manipu-
lation? We have tried to do that, but as we have found in the past,
every time we try to come up with a counter, somebody figures out
a way around that counter. So, I cannot sit here and say that it
would absolutely without doubt close off all gaming opportunities.
On the other hand, a well-designed market with sufficient capacity
certainly would discourage many of these and, in fact, with the
right penalties and sanctions, I think we could react quickly to
those.
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In closing, let me just say that we are here to help. We have de-
veloped a tremendous amount of experience in the last 4 years. We
see tremendous amounts of data. We have a close relationship be-
tween our market monitoring and our operating people so as we
see things that occur, then we can address it.

Now, as I move on, let me answer one of the questions that was
brought up earlier, and that was the incident of an ISO employee
who recently made certainly the newspaper and every place else.
Again, it is not easy to explain what happened, but in one of these
markets, if you in fact make the differential between the price that
is paid and the price that is actually bid, you end up reducing the
overall cost to the marketplace because we have to pay the dif-
ferential.

So, this employee tried to raise, through an improper contact,
that price so that the differential would be smaller and there would
be less money paid out. In his mind, he thought that he was help-
ing the people of California by reducing that cost to them. In fact,
that violated our code of conduct, and so he was terminated for
that activity.

We then launched into a rather extensive investigation of the in-
cident by an outside group. I put absolutely no limits on what they
were to look at, and they interviewed people both vertically and
horizontally, some 24 to 40-some people in the organization. And
at this point, the preliminary results appear that this was an iso-
lated example. But that investigation is not complete because the
firm wants to look at some of the other areas. So, we will have to
report on that later.

Last and very quickly, what are some things I think the legisla-
tion should do? Senator Murkowski mentioned the Senate bill. I
also am a great believer in visibility to the market or transparency.
It is the best way to catch what these gaming things are. If we
have a visible market and it is open for people to see what is going
on, that is the way we determine and make these things visible.
So that transparency is important.

Second, on the refunds, it is my belief that if examples of market
power are found, we should give refunds back to any ill-gotten
gains. And if FERC feels that they are limited for some reason on
going back, then I would suggest legislation that would let them
address that.

Then from an operating standpoint, we need to have clear rules
that we can implement immediately, and by that, I mean it is very,
very important that we take action quickly. Sometimes the process
just does not let us do that. We have to go back to FERC, ask for
the authority. And the tariff should clearly define those before we
get there.

Another issue that I am always concerned about—and I am not
an attorney. But one of the actions we tried to take was take one
of the generating entities to court, and we were successful at the
district court to enforce a restraining order to get them to take ac-
tion. But that was overturned in the appellate court because it said
only FERC had the authority to enact that tariff, and they had to
defend their own tariff. I think sometimes that takes more time.

So, from legislation, I would like to see FERC have the authority
either to have those injunctive powers or, in fact, pass them down
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* The exhibits submitted by Mr. Winter have been retained in committee files.

to somebody so we could go to court and attack some of these be-
haviors.

Beyond that, I think my time is up. I am here to answer any
questions that you may have and certainly look forward to working
with you in the future. Thank you.

[The prepared statement of Mr. Winter follows:]

PREPARED STATEMENT OF TERRY WINTER, PRESIDENT AND CHIEF EXECUTIVE
OFFICER, CALIFORNIA INDEPENDENT SYSTEM OPERATOR CORP., FOLSOM, CA

Mr. Chairman, Members of the Committee: Thank you for inviting me to join you
in an inquiry that is most important to electric consumers in California and
throughout the western United States.

I would like to emphasize three points today, and then I would be happy to re-
spond to your questions.

First, as disturbing as some of the strategies described in the Enron memos are,
the greatest potential harm to electricity consumers in California and elsewhere
comes not from ‘‘games’’ that some clever traders may play, but from the persistent
exercise of market power by suppliers and traders. By ‘‘market power,’’ I mean the
ability of a single seller or group of sellers—to command excessive prices on a sus-
tained basis. It is the exercise of market power by suppliers that has cost California
consumers billions of dollars since the summer of 2000.

From start-up four years ago, the ISO has placed particular emphasis on docu-
menting and mitigating market power. I am providing the Committee with a chro-
nology of activities the ISO has pursued in the past four years, directed to market
power, gaming, and providing relief to consumers that have been victimized by mar-
ket power.* You will see there a strong and consistent emphasis on detecting, con-
straining and combating market power. Through the turmoil of late 2000 and early
2001, both our Department of Market Analysis and the independent Market Surveil-
lance Committee repeatedly documented both the presence of and impact of market
power in the California electricity markets. And we have proposed measures effec-
tively to control that power. There have been times, indeed, when we have been ac-
cused of reacting too vigorously to the potential for market power to be exercised
or market rules flouted as, for example, when we unilaterally imposed price caps
on the ISO’s markets and only afterward sought the authority to do so. I stress
these points because market power has been the means by which the greatest prof-
its have been extracted from the California markets, and because it has been the
enabler for many of the gaming strategies identified in these markets.

Second, with regard to gaming of the type described in the Enron memos, the ISO
consistently has monitored for such activity, and when appropriate, we have taken
action. To cite but a few examples, we have rescinded payments to suppliers who
have gamed our ancillary services markets, we have levied penalties (following
FERC approval) on suppliers who have withheld energy in the face of valid dispatch
instructions, and we have issued directives requiring suppliers to cease gaming
strategies in our congestion management market. In many instances, we have cho-
sen to change market rules or our own internal practices to counter a gaming oppor-
tunity. In other cases, operating within the authority given to us, we have referred
matters to FERC for review and further action.

Third, it is imperative that we learn from the experiences we have had so that
we may move forward to secure for consumers the benefits of efficiency and reliabil-
ity that best can be provided by a robust regional grid and electricity market. Our
focus must be to understand what went wrong and to put in place the protections
necessary to ensure that consumers are unlikely ever again to be subject to the prej-
udice of market power abuse and gaming strategies.

The most effective means of detecting and deterring the exercise of market power
and unfair gaming of market rules is to establish market rules that encourage ap-
propriate behavior—by which I mean offering all available electricity supplies at
prices that reflect the suppliers’ costs—coupled with enforcement programs that rest
on clearly defined rules and consequences for non-compliance.

On May 1, 2002, we filed with the FERC a detailed proposal for a comprehensive
market redesign, that adapts the best features of the market design employed in
the Mid-Atlantic region to the unique circumstances we face in California. The pro-
posed design centers around a day ahead integrated market for procurement of en-
ergy and reserves and the management of congestion on the grid; and day ahead
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residual unit commitment, which will permit the ISO to require suppliers to make
preparations to generate to meet tomorrow’s demand. It also includes an obligation
on utilities and others serving customers to arrange for a surplus of supply in ad-
vance to meet their customers demands, so that the short-term market never again
becomes the primary vehicle for serving customers’ needs.

Our proposal also includes an integrated set of market monitoring and mitigation
proposals to deter both the exercise of market power and the types of gaming strate-
gies exemplified in the Enron memos. As it will take time to complete the develop-
ment of the software and hardware, the filing includes a request that FERC extend
and enhance the effectiveness of the current bid cap mechanism. We look forward
to a positive and prompt response from the FERC so that we may go forward quick-
ly to implement the new market design.

Let me anticipate the question that you rightfully should expect me to answer:
Would the market design changes we propose address and close the opportunities
for market manipulation that it has been suggested Enron has engaged in? We
think so, for the most part.

Can I assure you that if we succeed with our redesign, all opportunities for mar-
ket power abuse and market manipulation will be eliminated? Of course not. Many
of the problems that contributed to the market failure in 2000-2001—deficiencies in
supply, failure to engage in long-term contracting for resources, limitations on de-
mand responsiveness, and inadequate transmission infrastructure—can only be ad-
dressed through close cooperation, not only between the ISO and FERC but also
among state officials and market participants, in California and in our neighboring
states. Moreover, I cannot tell you how often in the past we acted with the convic-
tion that we closed a door to abuse only to find market participants creating new
opportunities. What I can tell you is that our design will draw from the teachings
across the country and do all that we now know to be feasible to assure a fair, effi-
cient and competitive market.

Mr. Chairman, members of the Committee, let me close with a pledge to each of
you and to electric consumers in California and throughout the west: We at the ISO
will learn from experience, and we will utilize every ounce of our considerable exper-
tise so as best to assure that consumers never again suffer a repetition of past mar-
ket power abuses, but instead, reap the benefits of a robust competitive market
which I continue to believe can be substantial.

The CHAIRMAN. Thank you very much. Let me just start and I
will just take 6 minutes, since I had an opening statement, and
then we will do 8 minutes in this first round so that people have
a couple of more minutes.

Senator DOMENICI. Mr. Chairman?
The CHAIRMAN. Yes.
Senator DOMENICI. Since I have to leave, can I just submit ques-

tions for answering by the witnesses.
The CHAIRMAN. All right.
Senator DOMENICI. Let me start and ask a question for either or

both of you. To what extent do we believe that these various strate-
gies, which were employed and which have gotten such attention
and which are described in these memos—the strategies for manip-
ulating the market, or gaming the market—actually contribute to
and account for the dramatic price spikes that we saw in the Cali-
fornia market at the end of 2000 and the first half of 2001? Do ei-
ther of you have an opinion on that? Maybe that is still a subject
of your analyses going forward.

I thought I understood you to say, Mr. Winter, that your belief
is that the majority of the problem is with market power and not
with these individual strategies. Is that what you said?

Mr. WINTER. Yes, that is what I said. If I were to look at the
costs of the California market, I think in the 1999 time frame en-
ergy to California was approximately $7 billion.

The CHAIRMAN. That is the cost of all the energy, of all of the
electricity purchased, of all the wholesale power?
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Mr. WINTER. Wholesale energy power to the State of California.
That dramatically then—I cannot remember whether it was the
next year or the year after that, but jumped to around $28 billion
and then it went down to $26 billion. Those kind of increases to
me, there is absolutely no way that a common market design ought
to have that kind of result.

So, if I look at the price of gas and I look at the natural things,
let us assume that the $7 million was an extremely good deal and
that the people were actually operating at a loss. To then jump
that high, to me, is not supportable. If I go back and look at what
I would expect competitive markets to produce, then I am more in
the $10 million to $14 million. So, I look at a combination of mar-
ket power and gaming, and to me we are in the neighborhood of
anywhere from $10 billion to $15 billion more that California paid
than it should have had to pay.

Now, if you ask me to break those out, what was market power
and what was gaming, here I have a lot of trouble because all I
am able to see are the things inside California.

So, one of the comments in the memos was that people were
counter-scheduling congestion, and the figure of $30 million was in
there that Enron made from congestion. Well, I am here to tell you
they actually made $33 million on congestion for that path, which
was called path 26.

However, we then looked at their bidding activities because we
could see how they bid across that line, and if you take out just
the normal congestion that occurred from others bidding on both
sides of that path, we came down to maybe the total impact was
somewhere between $180,000 and $500,000, which says that is not
a big amount of money when you are looking for $10 billion to $15
billion.

Now, those that happened outside the control area or outside
California could have had a much greater impact, and therefore,
that is why I cannot really answer that. I also am not privy to the
bilateral contracts and how they were arranged for or how much
they cost.

The CHAIRMAN. Let me ask about how the interaction between
FERC and the ISO’s will work in the future. Let me ask Chairman
Wood about that. As I understand it, you are about to issue a rule
on standard market design for the entire country. How do you envi-
sion this working here?

It seemed like there were problems with the way the ISO in Cali-
fornia was monitoring what was going on. They had things they
were not able to stay on top of or deal with. How do you see FERC
being able to correct any of that, or what do you see happening?

Mr. WOOD. One of the aspects of the market design rule and a
key one is what are the monitoring and market mitigation respon-
sibilities of an RTO, of a regional transmission organization. Actu-
ally just last week, we had the different folks like the ones that
work for Terry and the ones that work elsewhere in the country
come up to the Commission and talk about that critical aspect of
the rulemaking. Again, that is a part that is still under a lot of dis-
cussion, certainly with these issues in mind.

I expect, Senator, that there will be at each RTO the ability to
mitigate anti-competitive or defined behavior and not have to have
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FERC come in and do it with the process. And I think Terry just
laid that out pretty well. That would exist at the RTO. It would
be clear. There would be basically what we have called tools in the
tool box for the different RTO’s in the country to use to address po-
tential market power problems immediately and have those really
be present at the RTO rather than, as we have had, here with Cali-
fornia, kind of dished out with tariff filings and the like.

The CHAIRMAN. You referred, Mr. Winter, to having the right
penalties and sanctions with which to enforce these various provi-
sions. Do you have anything you could tell us about whether the
penalties and sanctions that are provided for in Federal law and
particularly in this legislation that we are working on, the energy
legislation, whether those are adequate or whether we should
strengthen those, whether those are what they should be? I would
ask Chairman Wood the same question, whether he sees something
we should strengthen in the penalties and sanctions that can be
imposed for this kind of gaming that obviously has taken place.

Mr. WINTER. I assume you want me to answer first and then he
can correct me.

[Laughter.]
Mr. WINTER. I think the whole idea of sanctions gets to be very

difficult because when you start talking about the magnitudes of
dollars, you really have to encourage people to follow the rules. I
think it is very important that we look just beyond one State be-
cause you have got to look at the whole market or you leave pieces
out of it. So, I am a large supporter of the RTO monitoring process.
But I think it is a shared responsibility with a lot of entities.

FERC has to have the authority to have injunctive power or we
go to court and then they bounce it back to FERC, and 6 months
later we are out several billion dollars and we are trying to figure
out what is going on. So, as far as the level, I would have to look
at each individual sanction, but as long as FERC has that author-
ity, I am okay.

I think the RTO’s have to have a clear set of rules so that when
they see it broken, they can act immediately. Sanctions work in
really two ways. No. 1, they identify that people are aware of this
activity and you should not do it, and No. 2, it gets your name on
a bad list and that has a lot of impact on what they can do. So,
I think the local area has to do that.

I think there is a local State function that needs to look at what
is going on in markets, and that together, you get that information
because it is impossible for FERC to sit in Washington, D.C. and
have the information I have from an operator who is sitting on the
floor and knows exactly what is going on and how the trades are
being made. So, I support the RTO concept and that that market
monitoring works itself down to the local level.

The CHAIRMAN. Mr. Wood.
Mr. WOOD. With regard to the changes in the law to increase the

tool box for the FERC, I mentioned in my testimony—and I think
these are things, as I have followed them, that are in the bill that
came out of the Senate a couple weeks ago. One is getting rid of
the 60-day wait for a complaint. Under the electric law, it ought
to be the day the complaint is filed. I believe that that has been
eliminated in the bill.

VerDate 11-SEP-98 09:14 Aug 23, 2002 Jkt 000000 PO 00000 Frm 00027 Fmt 6633 Sfmt 6602 J:\DOCS\81-138 SENERGY3 PsN: SENERGY3



25

Secondly is the increased ability of the commission to assess civil
penalties, administrative penalties for violations of the rule or the
law. Certainly there are criminal penalties. I understand the ad-
ministration has asked to maybe rethink those as well, make those
higher on the criminal side. Criminal, of course, is handled by the
Justice Department. And those could well be merited. But I think
the broadening of the civil authority at the commission was in the
bill that came out of here as well.

So, as to the sanctions, I guess if what came out of the Senate
goes all the way through and is enacted, I think that will certainly
strengthen the commission’s hand.

I think the process issue that Terry just mentioned sounds like
a good one. We have not really discussed that before, but the abil-
ity to actually to do some injunctive relief through probably an ALJ
or through a commission order may well be a streamlining effort
that would be worth looking at.

The CHAIRMAN. I will go back and forth between the two sides
here, and then go in the order that people arrived. Senator Smith,
I believe is next.

Senator SMITH. Thank you, Mr. Chairman. I wonder if I can in-
clude in the record an opening statement and one for Senator
Craig?

The CHAIRMAN. You sure can.
[The prepared statements of Senator Smith and Senator Craig

follow:]

PREPARED STATEMENT OF HON. GORDON SMITH, U.S. SENATOR FROM OREGON

Mr. Chairman, there have been several hearings in this and other Senate Com-
mittees into the demise of Enron, its effect on consumers and employees, and
Enron’s manipulation of the West Coast energy market in 2000 and 2001.

I must say, however, that the documents that are the focus of today’s hearing are
very disconcerting to me. They are, in essence, the smoking gun concerning Enron’s
trading practices in the West Coast energy market. These practices, with nicknames
like ‘‘Fat Boy,’’ ‘‘Death Star,’’ and ‘‘Get Shorty,’’ all had a common thread: they all
used deceptive practices to circumvent California’s price caps and to increase
Enron’s profits.

I want to commend Christian Yoder and Stephen Hall for being willing to put
their names on such a blunt memo. I can imagine that Christian faced angering his
employer, and Stephen risked losing a client. We need to ensure that our investiga-
tive focus remains on those who engaged in deceptive practices, not those who re-
ported on them.

The information in these memos is not really surprising to me. I became con-
vinced in early 2001 that the West Coast energy market at that time was not a free
market, it was a broken market. That is why I cosponsored legislation with Senator
Feinstein to impose price caps on the entire western market. In the face of our legis-
lation, the Federal Energy Regulatory Commission finally stepped in and instituted
certain price caps that have stabilized the market. Unfortunately, for my constitu-
ents, this stabilized market is still high by historic Northwest standards.

While much of the press at the time focused on California, the entire West Coast
energy market was driven by the prices in California. Prices in the Northwest for
spot power in April 2001 were 10 to 12 times their historic levels. This was dev-
astating to those living on fixed incomes, small businesses, school districts, and
small towns. In 2001, job losses averaged 3,100 a month in Oregon.

The repercussions of these high prices are still being felt in the Northwest. The
Bonneville Power Administration had to raise its rates by 46 percent last October.
This has huge implications for BPA’s customers, most of which are publicly owned
utilities serving rural communities continuing to struggle with high unemployment.
Statewide, Oregon’s unemployment remains at 7.5 percent, making it the highest
in the nation.

As we examine what went so wrong in the West Coast electricity market, we must
not forget that the flawed way in which California implemented electricity restruc-
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turing also contributed to the broken market. They forced the investor-owned utili-
ties to sell much of their generation assets, forced them to buy power only in the
day-ahead market, and artificially lowered consumers’ power rates. This meant that
there were no long-term contracts to minimize risk of price volatility, and when
shortages began there were no price incentives for consumers to conserve.

It is going to take years for the courts to sort much of this out.In the meantime,
we must examine the extent to which market manipulation occurred, and what the
appropriate legislative response is in order to protect consumers who rely on this
basic commodity. I look forward to hearing from the witnesses today.

PREPARED STATEMENT OF HON. LARRY E. CRAIG, U.S. SENATOR FROM IDAHO

The words I am about to speak are not the first, and will certainly not be the
last, on the electricity crisis last year that so devastated California and many other
western states, including my own. But I hope my words will move us closer to solu-
tions, and not further away. And I am confident they will, for my premise for speak-
ing is that we must pay closer attention to facts, and move away from myth and
distorting rhetoric.

There has been much too much distortion and rhetoric in this debate. In part, this
is understandable. Like other serious and complicated problems that face us, the
western electricity crisis was laced with emotion and partisanship. But we must try
to put both aside, for the sake of our constituents and our country. We must try
to be calm, and truthful and wise.

So let us try to focus on the facts.
Allow me to begin with an observation.
I believe that reasonable people may, in good faith, reach differing conclusions on

the question of whether the prices charged for wholesale electricity in California
was ‘‘just and reasonable’’ under the law. It is worth noting that a dramatic rise
in rates does not, by itself, make those rates ‘‘unjust and unreasonable.’’

To a certain extent, justness and reasonableness is a judgment call. We in Con-
gress have empowered FERC with the authority and responsibility to make that
judgment call. Saying that FERC went AWOL because it didn’t order refunds auto-
matically is unfair.

When FERC makes its findings on whether rates are unjust and unreasonable,
it gives the companies involved a chance to rebut the Commission’s conclusions. In
America, we allow the accused the means and the opportunity to defend themselves.
Under the Federal Power Act, when the accused fail to justify their conduct, FERC
orders refunds.

We do not want knee jerk, shot-gun justice from any tribunal, let alone FERC
when it needs to be very careful not to scare off suppliers with false refund orders,
while not permitting overcharging to consumers.

So let’s allow the debate to rage on as to whether that agency has exercised its
judgment on just and reasonable rates wisely and fairly.

This is a legitimate topic for debate. So be it.
But there is another debate that I believe has not proven to be legitimate in all

respects.Indeed, it is a debate that has been marred by a notable lack of reason and
good faith.

The debate of which I speak concerns the causes of the high prices that have been
charged for wholesale electricity in California. In this debate many have, for their
own political purposes, engaged in distortions and outright lies.

Some people said last year during the crisis and continue to suggest today that
there was no lack of electricity supply in the West. They say there were and are
plenty of power plants and transmission lines to meet all of the demand for elec-
tricity. They say that a small group of companies, based mainly in Texas, have con-
spired to withhold electricity from the market in order to drive prices up to unrea-
sonable, indeed, unconscionable, levels.

Let’s talk about the facts—not just the ones we like, but the ones we may not
like to acknowledge.

Since 1990 there has been a 26% increase in the demand for electricity in the
State of California. During that time, not one major power plant was constructed—
to repeat, not one. Even the Governor of California, Gray Davis, who has led the
misdirected and politically inspired assault on the independent generators in the
state, has repeatedly alluded to the fact that California has been derelict in not add-
ing new generation.

Even Gray Davis, in a prime time speech delivered last spring, said that the
major problem facing the state in this crisis was the lack of available generating
capacity.
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Despite a chronic shortfall in electric capacity to meet peak demands, Californians
have, until last year, been able to get by without blackouts and price spikes. They
have covered their shortfall by importing electricity—lots of it—from neighboring
states, especially hydropower from the Pacific Northwest.

But last year, the Pacific Northwest suffered from its worst drought in decades.
Reservoir levels were at their lowest since the 1930’s.

In addition, the economic growth in the Pacific Northwest, Arizona and Nevada
caused power plants in these areas to dedicate more of their output to their own
localities and less to California. To be specific, peak summer demand in the west
has increased at an annual average rate of 8% in the Arizona/New Mexico/Nevada
region, 3.2% for California, 2.8% for the Rockies, and 2.4% for the Pacific Northwest.
Yet, from 1991 to 1998, the growth rate of new generation capacity additions was
less than 1%.

All of these factors have resulted in a stark exposure of the electricity supply defi-
ciency within California. California had to subsist off of the kindness of its neigh-
bors, and those neighbors were not in a position to be so kind.

Another important part of the reality in California has been the high price of nat-
ural gas and of securing necessary emission credits. The costs of both have soared
through the roof. This has created enormous upward pressure on the price of elec-
tricity generated by these old gas-fired power plants.

A shortage of electric generating capacity, a region-wide drought causing a reduc-
tion in imported power, high natural gas and emission credits costs—these are the
fundamental causes of the California electricity crisis. Any one of these factors
would have caused a problem. Together they have dealt a devastating blow to the
electricity marketplace.

This is the big picture. It is the true picture.
Leave it to politicians running scared and looking for scapegoats to obfuscate this

otherwise obvious reality.
Put simply and bluntly, this reality does not suit the political needs of Governor

Davis and his compatriots.
And so, again, and again, and again, conspiracy theorists accuse the independent

generators of withholding electricity and of other forms of market manipulation.
Now we have FERC’s publication of a law firm’s summary of Enron’s trading

strategies in California. These memos use very colorful language. Some are saying
these memos ‘‘prove market manipulation’’ and, therefore, provide the proverbial
‘‘smoking gun.’’

Perhaps, but are we certain? First, let me be clear—I am not here as a defender
of Enron. There are plenty of legal investigations into the legality of Enrons activi-
ties and if the results of any one of them results in criminal convictions, I, for one,
will not be saddened.

However, we here on the Energy Committee are not in the business of criminal
investigations. We are in the business of developing sound public policy. For us to
competently assess the public policy implications of these recently published memos
requires some knowledge of the California energy markets and economic markets
in general.

A very recent memo prepared by Jonathan Falk, Vice President of the National
Economic Research Associates, analyzed these ‘‘smoking gun’’ memos and found, on
balance, ‘‘there is no evidence that Enron’s activities in California had any delete-
rious impact.’’ He also provides some instructive advice for public policymakers:

It will require large amounts of data and sophisticated analysis to cal-
culate a net effect, but the assumption of a net adverse effect through a
combination of outrage and succumbing to the public relations effect of the
names of strategies is unworthy of serious consideration in the making of
public policy.’’

So we have our work cut-out for ourselves, Mr. Chairman. I still strongly suspect
that California’s problem is a fundamental problem of supply and demand. What do
we need to do to solve it?

Obviously, more power plants and transmission lines need to be constructed. And,
the fact of the matter is, this is happening, at least with respect to power plants.

In addition, the crisis has spurred California to accelerate its permitting proc-
esses, and the Governor is publicly touting the addition of 5000 MW of new capacity
and another 5000 MW sometime this year.

One wonders, if prices had been reduced by government intervention to the extent
demanded by the conspiracy theorists—

• Would all or any of this investment in new power plants have taken place?
• Would the Governor of California have acted to expedite the permitting process?
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• Would Gray Davis, a committed environmentalist, have issued the order last
year that waived air emissions restrictions and penalties during power supply
emergencies?

I doubt it.
What this robust new construction market evidences is the timeless law of supply

and demand at work. Prices have been high mainly because demand has outpaced
supply. These high prices have in turn stimulated development of additional supply,
as I stated above.

It would be high irony, not to mention stupidity, to eradicate the market signals
that have caused this investment to take place. Yet, that is exactly what the con-
spiracy theorists seek to accomplish.

• They want to cap prices and thereby discourage further investment.
• They want to kill the goose just as it is laying the golden egg.
Another bit of evidence that the market works, and is working in California is

the recent downturn in market prices and absence of blackouts.Of significance has
been the return to service of several large generating facilities, including some nu-
clear plants, a reduction in consumption, and mild weather.

In other words, California has seen an increase in supply and a reduction in de-
mand and that has lowered the wholesale price. Imagine that!

Finally, I want to say a few words about a much-maligned agency—FERC.
FERC has come in for almost as much vilification as the generators. The conspir-

acy theorists argue that FERC has done next to nothing to police and restrain the
wholesale electricity market. Governor Davis claims to have everything under con-
trol, except for the runaway prices in the wholesale market, and he blames FERC
for allowing this situation to persist.

As I stated earlier, I believe that reasonable minds may differ in evaluating
FERC’s actions. Given the enormity, complexity and difficulty of the issues pre-
sented by the crisis in California, it would almost be asking too much to expect the
agency to have made every decision correctly.

Further, it is important to note that many of the key actions that need to be
taken to alleviate the shortage and price crisis are actions that only the state, not
the FERC, can take.

• FERC does not license new power plants.
• FERC does not license new transmission lines.
• FERC does not regulate retail rates and thus cannot impose rates that reflect

the true cost of electricity and induce conservation by consumers.
Finally, while I am on the topic of the limits of FERC’s authority, I should men-

tion that FERC doesn’t even have the legal power to regulate all sellers of wholesale
electricity. FERC doesn’t regulate sales by municipalities, such as the City of Los
Angeles, which is a major participant in the wholesale electricity market in Califor-
nia.

Nor does FERC regulate sales by Canadian companies, who sell significant
amounts of electricity in California and the rest of the West.

And FERC has only limited ability to regulate the rates charged by the Bonneville
Power Administration—so long as the rates set by BPA recover all of that agency’s
costs, FERC must approve them.

But it is a horrible distortion to say that FERC has not done anything to help
out in California. To the contrary, FERC has taken many steps which, in conjunc-
tion with actions at the state level, will put the market back on the path to nor-
malcy.

Perhaps the most important step was taken by the agency in December 2000,
when FERC ordered the California utilities to stop selling to, and buying from, the
spot market power exchange.

You see, under the California restructuring plan, the local utilities, which still
control over 25,000 MW of supply in the state, were required to sell and then repur-
chase, on a spot market basis, all of their own power resources.

FERC put an end to this. As a result, the spot market—where the highest and
most volatile prices are found—is now much smaller than it was over a year ago.

Further, FERC has encouraged the state to procure more of its power needs in
the long-term bilateral contract market. This will stabilize and lower prices going
forward.

Every expert commentator, and many who are not experts, have identified the
state’s own decision to rely almost exclusively upon the spot market to serve the
electric load, and to forsake long-term contracting and hedging, as the key struc-
tural mistake made in California’s restructuring. FERC has done everything in its
power to rectify that mistake.
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FERC has taken other actions.
FERC has authorized the alternative power producers—the so-called Qualifying

Facilities—that have contracts with the California utilities, to sell their power that
is beyond their contractual commitments to the utilities directly to the open market.

FERC instituted a tough, price mitigation plan for purchases of power by the Cali-
fornia ISO in the real-time market. And FERC is investigating spot sales trans-
actions both within California and throughout the entire western interconnection for
compliance with the just and reasonable standard of the Federal Power Act.

Finally, FERC is moving aggressively to investigate the cause of sky-high natural
gas prices, the fuel source for much of the power generation in California.

I could go on and on about FERC activities. But the point is that the agency is
working at a frantic pace to investigate the charges of market abuse, order refunds
where appropriate, and institute structural reforms.And I would be remiss if I did
not also point out that FERC has been sued numerous times by various parties in
California over its decisions and has yet to be reversed by a court, even a California-
based court.

It is too bad that Governor Davis and others haven’t spent more time working
with FERC and the generators, and less time speaking to the press about villains
and conspiracies.

I will close by calling upon my colleagues in the United States Senate to join with
me in working toward constructive solutions based upon the facts, not the myth, of
the California electricity crisis. Reasonable men and women, working in good faith,
can solve this crisis.

It is not too late to begin.

Senator SMITH. I will paraphrase, in the interest of time, an ex-
perience I had in the midst of the California-west coast energy cri-
sis. I was talking to some people in an energy-sensitive business,
and they indicated to me dismay that power prices could go up
1,000 percent but their products never could and wondered why, in
a highly regulated industry, that that would be possible.

Pat, thank you in your capacity at FERC for responding to the
repeated call that Senator Feinstein and I made to bring some sta-
bility into west coast markets by putting on some price caps that
frankly are counter to my ideological makeup, but as a free-mar-
keter, I believe in free markets. I do not believe in rigged or broken
markets. I think what these memos indicate is that is what we had
and that is why Senator Feinstein and I, on a bipartisan basis,
were screaming that something be done because people’s lives were
being dramatically and negatively impacted.

And I want to thank a couple of Oregonians who are here who
are on the witness list because I think it took them some courage,
Christian Yoder and Stephen Hall, for being willing to put their
names on a very blunt memo. I can imagine that Christian faced
angering his employer and Stephen risked losing a client. But as
we talk about them, we need to remember that the focus is on
those who broke the law, not on those who reported the breaking
of that law. So, I want to thank them for the courage of being here
and for their honesty.

But clearly, terms like ‘‘fat boy,’’ ‘‘death star,’’ and ‘‘get shorty’’
ought to involve Hollywood productions, not power company pro-
ductions.

So, I want to thank our witnesses for being here, and I had a
particular question for Pat. As you know, Mr. Wood, the current
price cap for the West Coast energy market expires on September
30 of this year, and I am concerned about what we will do after
that. I am specifically concerned about a very volatile market re-
turning. I am concerned about historically high rates in the North-
west, even with those caps in place. So, I am wondering if you can
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predict how the FERC is going to ensure that just and reasonable
pricing remain in effect after 2002.

Mr. WOOD. Senator Smith, the CalISO filed on May 1 a request
to continue the market mitigation that we adopted last June—and
that was their preference—but in lieu of that, to consider some
other measures that had been discussed with their market over-
sight committee and others.

The implications of those for States outside of California are un-
known quite frankly. We have not, to my knowledge, heard from
people other than the CalISO about what happens when that order
expires. I fully expect that utility commissions in your State and
others that are interested, as well as market participants, will file
in the California filing and discuss with us the pros and cons of
that being West-wide as opposed to just California only.

That is an open proceeding. It just got noticed in the first part
of this month. I believe there is a 30-day comment cycle. We are
committed to acting on that very quickly so that if there are any
changes to the regime, that they be announced early enough so
people can adapt to them.

As I have said publicly, before the filing was even made, to peo-
ple from the Governor of California on down to my colleagues, I
fully expect we are not going to go from the regime we had to noth-
ing. I mean, we do not have that even in the well-functioning mar-
kets over on this half of the continent. So, I would expect—and I
cannot project because I have got my colleagues here. We are going
to look at all the pleadings from all the parties and make the best
judgment we can based on the record. But that is what I expect
that we will get from people both in and outside of California, a
lot of feedback on that.

We will put the appropriate regime in place to make sure that
just and reasonable rates continue to happen. We are committed.
That is why we took the steps. I mean, I personally did. I am like
you. That was the very first vote I had to make as a member of
this Commission, and it was pretty different than the philosophy
I have had to live under. But at the end of the day we have got
to do what is appropriate for the situation. And what was going on
there was an out-of-control marketplace that needed, quite frankly,
a cooling off period. I think that has happened.

I have attached to my testimony a number of plans. I do note
that probably uniquely in Oregon and in Wyoming, the only two
States out here that do not have plant cancellations or plants on
hold, but do have new plants that have been built and are oper-
ational now in the past 2 years. So, something is going right in,
interestingly enough, your two States, that people are building
plants there and not canceling them.

But I think it is important to maintain the infrastructure invest-
ment that we need so badly. It is not just a new plant. It is a new
plant to keep up with the fact the old plant is finally closing down
because it is so old. The economy coming back to life, load growth
increasing. So, there are needs that never go away for new infra-
structure, and that is an important part that we do not talk about
a lot. But just and reasonable rates also need to be reasonable
enough for investors to come in and make the commitment to a cer-
tain region of the country.
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Senator SMITH. Well, I want to thank you again for what you did.
I would point out that from April 2001 and on, Oregon was losing
roughly 3,100 jobs a month. Senator Wyden and I represent a State
that lamentably leads the Nation in unemployment right now. I
think a lot of it can be tied to this period of time when many busi-
nesses, small businesses, especially were pushed over the brink
and into bankruptcy and a lot of people lost a paycheck.

I would also like to thank your colleagues, Chairman Wood, Mr.
Massey, Ms. Brownell, and Ms. Breathitt, who voted with you to
do what you had to do. Again, I thank you because I think we
showed that we have a Federal law in place for a good reason.

I would like to make note of the fact that you are from Texas.
Is that correct?

Mr. WOOD. Yes, sir.
Senator SMITH. There is a lot of media commentary about Texas

pirates, and I think President Bush took a lot of heat at the ex-
pense of some of these editorialists. But you are his nominee. You
are his Chairman and you acted. I want to, for the record, say that
all Texans are not pirates. We have got one in front of us and
President Bush is another one. I thank you and him for acting and
using Federal law to bring stability to a very reckless situation on
the West Coast.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator Feinstein.
Senator FEINSTEIN. Thanks very much, Mr. Chairman.
Mr. Chairman, it has been about 2 years now since the Western

power crisis, and I think all of us have had a very good opportunity
to observe what has been happening. I want particularly to com-
mend Mr. Wood because I think he is really leading the Commis-
sion on a new path and that that path is really fully carrying out
the Federal responsibilities of the Power Act. However, I have got
some real questions as to whether those are adequate.

I have distributed to the committee—and I know Mr. Wood has
a copy of this and I know Mr. Winter has just been given a copy
of it—a document entitled ‘‘California Electricity Markets: Issues
for Examination.’’ What is interesting is that this document is
dated August 17, 2000. The document comes from one of Califor-
nia’s investor-owned utilities, namely Southern California Edison.
It is divided into two parts.

The first part is ‘‘Observed Abuses,’’ and they catalog ‘‘get
shorty,’’ ‘‘death wish,’’ ‘‘DEC,’’ ‘‘INC,’’ ‘‘ricochet.’’ So, it is no secret
that this has been going on. Clearly this was given to the Commis-
sion on August 17, 2000.

It secondly has in it a section, ‘‘Arenas for Investigation,’’ and it
gives the Commission an outline of areas that, at least in the view
of Southern California Edison, deserve investigation.

Now, we heard Mr. Winter speak about market power. It is going
to be one thing if market power includes gaming and manipulation
as acceptable practices under Federal law. So, ‘‘get shorty’’ and
‘‘death wish’’ and ‘‘INC’’ and shutting down a third of the power in
the State to make money from the shutdown under the auspices of
maintenance is something that we are going to permit to happen
on a regular basis.
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I have asked the Attorney General to investigate not only Enron,
but the whole industry for criminal illegality. It seems to me that
if the Federal Power Act does not recognize these practices as ille-
gal under Federal law, we ought to make them illegal under Fed-
eral law. If FERC does not have the power to adequately regulate,
we either have to give FERC the power to adequately regulate or,
in my view, forget deregulation and reregulate.

I frankly am shocked by these abuses. I do not know any other
sector of the economy that this blatantly for years could get away
with this kind of what Mr. Winter I think rather loosely called
market power and not have citizens get up in arms all across this
great country, but we find, under the guise of market power, give
false information. We find under the guise of market power it is
okay to manipulate the cap. We find under market power that it
is all right to say you are relieving congestion and do nothing to
relieve that congestion and, more fundamentally, get paid for it. As
I said before, in my book that is outright fraud, and if Federal law
does not mark that down as outright fraud, we ought to.

Now I want to ask a couple of questions. If you go to the bottom
of page 1 of the paper, it speaks to unscheduled/scheduled mainte-
nance of reliability must-run units. This was brought to FERC’s at-
tention again in August 2000. ‘‘Units under contract to relieve local
reliability problems have simultaneous outages, both scheduled and
unscheduled. The ISO must find another unit to resolve the prob-
lem; often’’—strangely enough—that is my addition—‘‘there is only
one owner to solve the problem. This other units plays the INC or
DEC game and receives payments at the cap.’’

Now, Mr. Winter, I spoke to you about this awhile back in De-
cember 2000 precisely. We discussed plant outages. I think at one
point you informed me that 15,000 megawatts were off line at one
time because of some sort of needed maintenance. This at the time
was a third of the generation of the State, and it occurred at a time
when California was in the middle of a daily stage 2 and stage 3
energy emergency.

FERC investigated back in February 2001, and as I understood
their report, they found nothing wrong. In June 2001, the GAO did
a report on the FERC investigation, finding simply that FERC did
a poor investigatory job.

What I would like to ask Mr. Winter is, is it normal to have
15,000 megawatts off line at one time in California for mainte-
nance?

Mr. WINTER. No. That is a rather high figure, although I will tell
you today, we have around 15,000 megawatts of power shut down
in California. Approximately 2,500 to 3,000 of that is forced outage.
Another 3,000 to 4,000 is planned maintenance, and the remainder
of that is what we are calling economic shutdown because we are
blessed right now with having heavy imports from the Northwest
and from Arizona.

When we ran into this problem, one of the things that we did
not, at the ISO, have the authority to do was mandate schedules.
Since that time, FERC has given us that authority so that we can
now demand that plants go out at different times.

Senator FEINSTEIN. So, these outages are planned.
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Mr. WINTER. About 6,000 of them are. Then you have forced out-
ages; a unit is running and it breaks, so it comes out, which would
another 3,000 megawatts normally in our system that occurs.

Senator FEINSTEIN. Were the outages of 15,000 planned at the
time I spoke to you?

Mr. WINTER. No, they were not.
I think we have to look back at what those reasons were. There

are some valid and there are some invalid. I think when we talked,
I pointed out that a lot of people were ‘‘not getting paid’’ at that
time and so they were taking units off. Now, if they claimed they
were maintenance, we would follow up and see whether or not they
were doing maintenance.

But there was the financial area. Also we had the qualifying fa-
cilities who were not being paid, and so they were choosing not to
run.

And then a more realistic figure is we had a lot of those units
off for maintenance for two reasons. No. 1, there was a summer
that—when I was in San Diego, I used to run two or three of those
units maybe 50 hours out of the year because they were 1954 units.
Well, during that summer of 2000, we literally had all of those
units running all day long, and when you do that to a 50-year-old
unit, you have to take maintenance on it or it is going to go on
forced outage.

Senator FEINSTEIN. But what I am trying to point out is in this
from Southern California Edison—and I think some of these units
were units that were directly purchased when Southern California
Edison was required to divest, and then they went out. And what
Southern California Edison was pointing out to FERC back in De-
cember is that this was a gaming technique. Now, you are the ISO
and you are excusing it.

Mr. WINTER. Well, let me go on. I am giving you reasons for it
and then I will get back to why I am excusing it or not excusing
it.

The other reason that we had so many units out was the buyers
of those units, the IOU’s, had committed to an air quality program
and that meant that they had to do retrofits on these units to get
them in compliance with the air quality district.

Senator FEINSTEIN. Even if it meant going into a stage 3 emer-
gency and a blackout?

Mr. WINTER. Well, the problem was that some of those take 6
months, and so they would have started early in the year before
we knew we were in that problem and then find out that we did
not have enough.

Now, having said all of that and appearing that I am excusing
the high level, let me also say that we were very aware of the game
where the generator would take an RMR unit out and then replace
it with another unit that was in the market and they could get
whatever price the market had to be paying. I do not remember,
but I thought FERC did fine some people for having taken that
practice and maybe Pat will remember. But we brought that to
their attention and I thought they did take some action against the
generator who was doing that. We certainly made it an activity
that we monitored and asked them not to do it. And if the unit did
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go down, we sent an inspector down there to make sure the unit
was legitimately out.

Senator FEINSTEIN. Thank you.
Mr. Wood, the question that is raised—because as you know,

Enron was not really a generator in California, but Dynegy and Re-
liant and others were. I gather in an article in the Houston Chron-
icle this morning, Reliant admits to at least two of the items on the
Enron list. I think one can assume that these practices were much
more generalized than just with Enron and most probably were uti-
lized—I say most probably—by other energy generators in Califor-
nia at this time.

In your opinion, should practices such as those depicted by ‘‘fat
boy,’’ ‘‘death wish,’’ ‘‘ricochet,’’ ‘‘get shorty,’’ be made specifically il-
legal?

Mr. WOOD. In other words, if they are not already?
Senator FEINSTEIN. If they are not already, should they be ille-

gal?
Mr. WOOD. I think so, yes. I think that is taking advantage of

a system to the detriment of others. I will just leave it at that.
Senator FEINSTEIN. Well, you give me hope. I thank you for that.
The CHAIRMAN. Senator Feinstein, should we go and do another

round here?
Senator FEINSTEIN. Yes, thank you, Mr. Chairman.
The CHAIRMAN. Senator Thomas.
Senator THOMAS. Thank you, Mr. Chairman.
Sorry I missed part of your testimony. We had a little vote and

some other things.
Mr. Wood, do you think FERC has the tools to get to the bottom

of this controversy that continues to go on?
Mr. WOOD. I do. I would like to point out one issue of interest

because this has been such a huge issue across the entire West. As
I have admitted to you all before, we have a ways to go developing
our skill set internally. It is hard to find people on the outside who
can help us manage this mountain of data who were not already
conflicted out. We have tried to obtain the assistance of some peo-
ple who have been involved in various aspects of the California pro-
ceeding and have, quite honestly, gotten some opposition.

Senator THOMAS. Do you think you have the tools under the law?
Mr. WOOD. We have the tools under the law with the changes

that came out of the Senate electricity title. If those are enacted,
yes, sir, I think that is definitely an improvement.

Senator THOMAS. ISO data suggests that Enron was a relatively
small player. So, even if all these allegations are true, what kind
of impact do you think Enron had on this California market?

Mr. WOOD. We will have to see as we are going through the in-
vestigation, Senator. That would be certainly kind of a fallout item.
This could have happened. Okay. Did it happen? The data can
probably pretty much tell you yes or no. And then adding that up
is something I hope we can have ready for the report to the com-
mittee this summer.

Senator THOMAS. Do you have quite a bit more work to do in
terms of putting it all together?

Mr. WOOD. Yes, sir. We are going to need every day we can get.
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Senator THOMAS. What in your opinion is California’s relation-
ship to the Western energy market? California is kind of an electric
island, is it not?

Mr. WOOD. Oh, I do not think it can be an island. I think when
they import 20 to 25 percent of their summer peak from outside
the State, they are——

Senator THOMAS. They are an island, depending on somewhere
else for the source. And they have not been moving very fast to get
something done.

If California had used a standard design like locational marginal
pricing, would that have reduced the opportunity for scheming on
these prices?

Mr. WOOD. I think reduced, yes. I think I would agree with Ter-
ry’s assessment, and it is one I did mention in my testimony, that
if you fix things structurally, you are in a lot better shape, but you
still do need somebody walking the beat to make sure that those
get done. To their credit, they have got a pretty good shop out
there that is smart and gets it. We need to make sure they have
the right tools. That is something we are working with them on.

Senator THOMAS. Mr. Winter, do you think the strategies that
Enron has talked about and alleged are illegal under your rules,
under your ISO rules?

Mr. WINTER. Again, I am not an attorney, but certainly falsifying
information to the ISO to me is an unacceptable practice.

Senator THOMAS. Is it illegal?
Mr. WINTER. I am not an attorney. I am afraid I cannot go there.

I hope it is.
Senator THOMAS. Well, my point is why did you not do something

about it if you knew that was the case.
What was the impact of utilities’ under-scheduling on the func-

tioning of your market?
Mr. WINTER. Well, on the market, of course, it had a tendency

to end up with us having to buy in real time, which theoretically
would be the most expensive market you could be in because it is
done in 10-minute intervals. From an operating standpoint, it put
us in a horrible position because then we were out scrambling look-
ing for between 20 and 25 percent of the needs of the State in lit-
erally hours before we needed to use it.

Senator THOMAS. Are you not responsible for the rules in terms
of the ISO?

Mr. WINTER. We certainly are. And we filed and made the under-
scheduling issue front and center, and FERC gave us a decision
that people did have to schedule in more.

On the other hand, when we tried to enact the penalties for
doing that, what we found was that we had several bankrupt or
near bankrupt utilities that could not afford to go out and buy the
power. So, you could fine the utilities for not bidding their full load
in, but it did not do much good because, in fact, they could not pay
for what they were getting.

Senator THOMAS. Well, I guess the question that arises is some-
body is in charge. That is why you have independent operators.

Mr. WINTER. Right.
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Senator THOMAS. And when something is going wrong, it is your
responsibility to either do something about it or go to somebody
who can.

Mr. WINTER. Yes.
Senator THOMAS. And it seems to me there was quite a lag be-

tween when you knew something and when something happened.
Mr. WINTER. Yes, I guess I would disagree respectfully with that.

When we became aware of under-scheduling, we filed asking for
under-scheduling penalties.

Senator THOMAS. Filed with whom?
Mr. WINTER. With FERC.
Senator THOMAS. And how long did that take to get a reaction?
Mr. WINTER. Well, I cannot remember the exact date. I could go

through the list of filings we had, but I would assume we would
have gotten it in 60 to 90 days.

Senator THOMAS. I guess when you look at this, here are some
things that did not go well. Some are allegedly illegal, certainly in-
appropriate. But over here you have an apparatus that is supposed
to be operating there, both the State functioning and your function-
ing, and it did not seem like there was much going on in terms of
taking care of yourselves. First of all, you changed the rules. Right?

Mr. WINTER. Right.
Senator THOMAS. You took the prices off and so on, which is fine.

But when you did that, you had a responsibility to see that it
worked properly.

Mr. WINTER. That is correct.
Senator THOMAS. You mentioned apparently some legal authority

for the ISO. We have in the bill some legal authority to the Reli-
ability Group. Would you imagine that they should have legal au-
thority as you have suggested?

Mr. WINTER. Yes. I think that they have to to get the reliability
and pass on the requirements to ensure that we have sufficient
power to run the system. It is an absolute requirement. Now,
whether they get that through FERC or directly to the Reliability
Council is——

Senator THOMAS. I know this is hard, but if you both could just—
what do you think should be the outcome of these hearings? What
should happen as a result of these hearings?

Mr. WOOD. The committee’s hearings or the FERC’s investiga-
tions?

Senator THOMAS. Our hearings today when we are looking at the
problem, what caused it, what should be done about it. Just in gen-
eral, short, what do you think ought to happen?

Mr. WOOD. Quite frankly, I think it already has. I mean, by call-
ing the hearings, you have sent certainly to us—and we knew it
was important to you all, but you sent to the rest of the world that
this is not just another administrative affair. This is a big deal and
you want it fixed.

Senator THOMAS. So, you do not need anything done particularly.
Mr. WOOD. I just would hope that the bill that I know you all

worked so hard to get out has some supportive language for efforts
to give markets some discipline, and I would hope that that ends
up on President Bush’s desk as soon as possible.

Senator THOMAS. Mr. Winter.
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Mr. WINTER. I, this morning, went over all the key components
of the Senate bill. I think that they cover most of the things that
I would hope this group would do probably from an operator’s
standpoint. I certainly want visibility into the participants that are
coming into the market that I do not now have, be that either mu-
nicipalities or out-of-State entities. It is kind of hard to run the
market when you do not know what outside is happening. Inside
I know because I have telemetry on all the units. I know exactly
what their status is, what they are producing.

Senator THOMAS. Can you not get some information before they
get on your system?

Mr. WINTER. Pardon?
Senator THOMAS. Can you not get some information as a condi-

tion of getting on the system?
Mr. WINTER. Yes, on in-State units I can. Out-of-State, I am just

doing a schedule with an adjacent control area telling me here is
what they are providing in megawatts.

Senator THOMAS. Sounds good, Mr. Chairman, in terms of the
energy bill.

The CHAIRMAN. All right. We hope so.
Senator Wyden.
Senator WYDEN. Thank you, Mr. Chairman.
Mr. Wood, between this morning’s Commerce session and this

afternoon’s Energy hearing, I am now in my 6th hour of hearing
testimony on this. I will tell you what I have learned today seems
pretty gross, even by Enron’s standards. If you look, for example,
at these notes, these handwritten notes—you do not need to look.
I am just going to summarize a couple of them because I want to
give you some background—the handwritten notes surrounding the
preparation of the December 6 memo, it says, for example, ‘‘Port-
land deals, remove the notes, exclamation point,’’ which sure looks
like a coverup to me.

In another area, the handwritten notes say, ‘‘no one can prove,
given the complexity of our portfolio.’’ These are what the hand-
written notes are about.

You and I have already talked about what the head of Enron’s
litigation unit told me earlier. He said that they sold non-firm,
interruptable BPA power as firm power, and you said—and I will
quote you here—is it looks like a fraud and you are going to look
into it.

So, this has been a pretty gross day in my view, even by Enron’s
standards. And I think what I want to ask now is some questions
about really where we go from here.

For example, we have been talking about the role of the lawyers
on all of these matters surrounding the December 6 memo, but I
want to know where we are with respect to your investigating the
Enron traders themselves. It sure looks like Tim Belden was direct-
ing these Enron schemes to manipulate the markets. What are you
doing as of now to get at the records of the traders on these issues?

Mr. WOOD. Because this is a pending investigation and we are
coordinating with other investigation agencies and sometimes talk-
ing to a lot of the same people, let me demur on the specifics of
what they are doing. Let me just confirm to you that it is a com-
prehensive investigation, and probably everything you are reading
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about is something that either we have looked at or will look at be-
cause we are hearing about it through that means. But let me, if
I could, sir, hold on and answer that question when we do provide
the full report and work it with the other agencies that are inves-
tigating.

Senator WYDEN. All right.
The law firm in Portland has repeatedly said that they advised

Enron that all of the practices or the vast majority of the ones that
they have been describing were deceptive. They showed them cop-
ies of criminal statutes that the practices violated. Has FERC re-
ferred evidence to the Department of Justice at this point that
Enron’s practices may have violated criminal laws?

Mr. WOOD. I think I can answer that question, and the answer
at this point is no.

Senator WYDEN. There has been no referral as of now.
Are any enforcement proceedings underway against Enron or any

of its traders that were described in the various schemes as of now?
Mr. WOOD. That is what I expect could potentially follow. We

have got here the road map. What we need to add to the road map
is the data that we have got from the markets to ascertain did it
happen, how much, how often, who was involved, what days, what
utilities. So, at this point that process is not complete, and so en-
forcement proceedings have not begun as to specific counts.

Senator WYDEN. Do you dispute that what Enron was doing to
manipulate the California market had very painful consequences
for the Pacific Northwest?

Mr. WOOD. Do I——
Senator WYDEN. Yes. They manipulated the California market. I

think it was a west coast protection racket. Given the fact that we
basically heard about fraud this morning, I would like you to just
give me your opinion.

Mr. WOOD. I think the interconnectivity of the markets, as we
have recognized when I came in—we really had to put the scheme
over the whole West in order to really capture all the activity.

Senator WYDEN. But you do not dispute then that what Enron
was doing to manipulate the California market had very painful
consequences for my constituents in the Northwest.

Mr. WOOD. Again, I would like to make sure that we ascertain
exactly the extent of this activity here. But if it is substantial, cer-
tainly it affects not just California.

Senator WYDEN. Our price spikes—and I used charts on this this
morning—were just has high and in some case higher than in Cali-
fornia. In fact, I will bring that chart out again. How can you con-
clude otherwise than that the manipulation in California ham-
mered the Northwest?

Mr. WOOD. I have not concluded that, sir. But what I think is
important is this subset of activity that is laid out by the memos—
I have not come to the conclusion—and I do not know that anybody
has—that that activity alone is what is driving that curve. In fact,
I just heard my fellow witness here indicate that there are other
exercises of market power other than the manipulation of this type
that may explain some of that, and I think that is just a fair ques-
tion. I think they are both behaviors we do not want to have hap-
pen. But your question was specifically as to what the manipula-
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tion that Enron may have done had to do with that curve, and I
think the linkage we will have to keep working on.

Senator WYDEN. This morning, I used a chart prepared by a
Portland Energy Consultant, Robert McCullough, that compares
actual prices paid by Northwest utilities with the reported prices
at the most important pricing location for power contracts in the
Pacific Northwest. That is the Dow Jones Mid-Columbia Index.
What the data shows is that the reported prices were consistently
higher than the prices Northwest utilities actually paid. And it just
seems to me that the recent admissions by energy traders that they
engaged in these phantom swaps of power and other sham trans-
actions that drove up prices, is a likely explanation for the dispar-
ity between reported prices in the Northwest and actual prices util-
ities paid.

Tell me your assessment of the analysis that I just gave. Is there
anything you would disagree with on the basis of what I just told
you?

Mr. WOOD. Again, to have a fact and then have that conclusion
come from it that that fact alone is what drove that spread,
again—this is not data we are keeping non-public, but through our
public requests of the constructors of these public indices and
through all the underlying market data, making the same compari-
sons that Mr. McCullough has and really following that through,
that is the kind of activity that the investigation team is doing
right now. Again, I would like to answer that question more fully
when we have looked through all that correlation between reported
data going into the index and then what went into the market
trades.

Senator WYDEN. You keep looking, but this chart that Mr.
McCullough did for me shows that it does not pass the smell test
to argue anything other than market manipulation. I have shown
you two charts.

Let us review what happened today. Two charts I have shown
you just in the last minute or so. You had the head of Enron’s liti-
gation unit essentially admitting to, at best, misrepresentation and
what you said looks like fraud. I would sure like to have somebody
aggressive there say, well, Senator Wyden, at least it points to
market manipulation rather than say, well, we are kind of still
looking through all this because I do not see how the evidence can
point to anything other than market manipulation. And what sure
looks like fraud to me pounded the smithereens out of my constitu-
ents. And I want to see somebody like yourself go after it and go
after it aggressively.

Mr. WOOD. Sir, please know that we are. The only dispute I had
is can you attribute all that spike to one particular type of behav-
ior. I think we will get to the bottom of what caused those spikes
and report back to the committee. So, please do not misread my an-
swer.

Senator WYDEN. We want to know about the charts that I just
showed you because I do not think it passes, as I say, the smell
test, as anything other than market manipulation? And this is a
huge deal. I mean, just what Mr. Sanders said today with respect
to Enron characterizing non-firm power as firm power, which at
best is misrepresentation, and you said it looks like fraud.
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Do you know what that means for Northwest ratepayers? If Bon-
neville Power can void the overpriced contracts with Enron because
of Enron’s market manipulation, our ratepayers, the people that
Maria Cantwell and Gordon Smith and I represent, could save
more than $220 million. This is a big deal. We need you to go after
it aggressively.

I was one of the people who thought you were going to bring a
fresh approach to the agency, but I have got to tell you I am dis-
appointed in terms of what is going on with respect to this North-
west investigation. You have told me that you are doing a com-
prehensive review of that. The California witnesses that came to
the Senate Commerce Committee in the past did not seem to agree
with it. And I am concerned. Now, the verdict is still out. You have
said that you are going to have something for us in a few months.
But the storm in California caused a lot of water damage and a lot
of people got hurt there, but it caused massive flooding in the Pa-
cific Northwest. And we need you to go after this more aggressively
than I have seen in the past.

Thank you, Mr. Chairman.
The CHAIRMAN. Senator Cantwell.
Senator CANTWELL. Thank you, Mr. Chairman.
Mr. Wood, I would like to follow on with some questions, and I

would appreciate your being as succinct as possible since I have
lots of questions. I heard the answer that you gave my colleague
about percentages, but I just have some more specific questions.

First, do you think that market manipulation can ever be just
and reasonable or in the public interest?

Mr. WOOD. I do not think any of the 10 that were in that
memo——

Senator CANTWELL. I am just asking the question in general. I
am just asking the question in general. Do you believe—I am talk-
ing theoretically here.

Mr. WOOD. Right.
Senator CANTWELL. I know you have cases.
Mr. WOOD. No, no, but I think——
Senator CANTWELL. I am talking theoretically. Do you think that

market manipulation—if you find market manipulation, can that
ever be just and reasonable or in the public interest?

Mr. WOOD. I cannot think of an instance when it would. I mean,
certainly the use of the word ‘‘manipulation’’ would seem to indi-
cate no.

Senator CANTWELL. I think that is a good answer, Mr. Wood.
Do you think that Enron’s memo—various memos I should say—

represent market manipulation?
Mr. WOOD. I would say yes.
Senator CANTWELL. That is a good answer too, Mr. Wood.
Given that, do you think that the Northwest contracts, the long-

term contracts that my colleague referred to, given these memos,
that there is a connection between the Northwest and these
memos?

Mr. WOOD. I am trying to think. When you say the Northwest
contracts, the ones that Mr. Wyden indicated were done—let me
make sure I know what you are talking about.

Senator CANTWELL. Long-term contracts.
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Mr. WOOD. Just in general? I do not know about in general. If
there were some that were provided to——

Senator CANTWELL. Do you think the long-term contracts and
what happened in California are related? Do you think these
memos show that they are related, that it was all the same market
and that we were all affected by it I guess is the question.

Mr. WOOD. I am sorry, Senator Cantwell. The contracts you are
referring to are which ones?

Senator CANTWELL. I am saying in general. Okay, sorry. Put the
contract issue—I have two questions here, but I guess I spoke a lit-
tle too quickly on the first one.

There has been some confusion that maybe somehow what has
happened in the Northwest was not related to what happened with
the California ISO. The fact that we had to go out and buy on the
spot market somehow was something that was different than what
happened in California and the fact that the prices of long-term
contracts were, indeed, affected by what happened in California. Do
you believe that the long-term contracts were affected by what hap-
pened in California? Those prices?

Mr. WOOD. I think, depending on when they were signed, they
well could have been.

Senator CANTWELL. Do you think that the Northwest contracts,
given that you have just stated that you think that market manip-
ulation can never be unjust and unreasonable——

Mr. WOOD. Can never be just and reasonable.
Senator CANTWELL. Right, can never be just and reasonable or

in the public’s interest—and the fact that you just said that you
think these represent—these memos do, in fact, represent market
manipulation, is FERC going to let the Northwest out of these
long-term contracts that we are continuing to pay on that is costing
the citizens of our State millions of dollars?

Mr. WOOD. I think a couple of facts have to be shown, and that
is the main reason we sent that to the hearing. First of all, we
have got the investigation, as I mentioned to Mr. Wyden. We have
got to ascertain, yes, this memo happened, what behavior hap-
pened, when did it happen in the market. If the behavior was fixed
by the changes that Mr. Winter has filed with the commission back
before I ever got there and the behavior was, as apparently as-
serted this morning, terminated in the year 2000, then if a contract
was signed thereafter, then I would say that is probably not a di-
rect link.

Senator CANTWELL. Are you talking about process, Mr. Wood?
Mr. WOOD. No. I am talking about——
Senator CANTWELL. I certainly could appreciate process. But you

just said that you did not think that market manipulation could
ever be just and reasonable.

Mr. WOOD. Right, but——
Senator CANTWELL. And you did not think that this particular

case—you agreed that market manipulation had taken place and
you agreed that there was a relationship between Northwest con-
tracts and California. What else do you need to know?

Mr. WOOD. Well, the timing. If this behavior had stopped back
in the time when apparently, according to the lawyers from this
morning, they stopped these things, and all this stuff got kind of
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prohibited by rules at the ISO and no longer happened, that is a
pretty critical fact. And that is what we are looking at. Yes, these
assertions were made and may well have been done, but we have
got to find out when they were done. The data is there. I think we
will be able to find that when this gaming behavior happened and
when that type of thing, INC/DEC game was played, and when
death star, whatever it is, did what it did. I think it matters as to
the link between when this behavior happened and when it
stopped, if has stopped, and what happened in maybe a subsequent
period of time. So, again, not knowing the full story about when the
unjust and unreasonable market manipulation behavior happened
and when a contract may have been executed, those would be pret-
ty relevant facts.

I mean, I understand the point and heard you both loud and
clear, but I also recognize we have got to have some process for the
people that may not agree with that assessment to go through a
factual hearing and have the timing of this stuff be laid out and
made cuts on.

Senator CANTWELL. Well, I hope you will not penalize consumers
and give Enron the benefit of the doubt. I hope you will look at this
and not put dates and say all of a sudden because of contracts—
what standard do you plan to apply to this as it relates to the hear-
ing? Unjust and unreasonable as it is in the Federal Power Act?

Mr. WOOD. For the hearing?
Senator CANTWELL. On Northwest contracts, yes, on whether

they should be relieved, whether the Northwest should be relieved.
Mr. WOOD. I think to the extent ones have been filed with the

Commission, we have sent that over to an ALJ with discussion
about what the standard is based on the contract that was entered
into.

Senator CANTWELL. Why is there a discussion about what stand-
ard when the Federal Power Act is very specific that the standard
is unjust and unreasonable, unduly discriminatory, or preferential?
The commission shall determine the just and reasonable rates.

Mr. WOOD. There have been subsequent Supreme Court cases
that have put that in context. These were called the Mobile-Sierra
cases that determine the ability of two contracting parties to pre-
serve their deal up or down.

Senator CANTWELL. I am very well aware of the Sierra-Mobile
standard. That was when you reviewed contracts prior to them
going into place.

We are in a market rate system. You are not reviewing those
contracts in advance. So, to rely on that Supreme Court standard
when it is clear in Federal jurisdiction that you should be using un-
just and unreasonable as the standard I think is an abrogation of
your responsibilities.

Mr. WOOD. I am sorry you feel that way. This is a pending case.
We did the analysis. We referred that case to hearing with the ap-
propriate guidance on the standard. I am not sure if the contracts
you refer to even had the Mobile-Sierra language or not.

Senator CANTWELL. I think that FERC is trying to use a higher
threshold standard to make the people of the Northwest prove that
there was abuse when you just said before our committee you an-
swered all the questions, and yet now you are trying to use—even
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though the Federal Power Act says, FERC, use this standard of un-
just and unreasonable, now you are trying to use a higher standard
of legal burden proof for the people of the Northwest. And that is
a problem. I do not think you can use that standard. We obviously
have filed in this case as well, and we expect to see a response to
that particular filing.

I have a last question, but I would appreciate if my staff would
bring up the chart. If I seem a little anxious about the situation,
Mr. Wood, it is because people in my State have paid such high
rates because of these long-term contracts, and I just want to say
to the press these are estimates. These are estimates by our staff.
I should say the bottom two are estimates from information that
has been made public.

I am just talking about Enron long-term contracts. I am not talk-
ing about the whole effect of the market on the Northwest. I am
talking about Enron contracts have caused a 46 percent rate in-
crease by BPA and 49 percent by one Snohomish County PUD that
just happens to be where I live, Mr. Wood. We estimate that those
contracts with BPA, about $700 million, with Snohomish County,
$300 million—if we were let out of those contracts, as my colleague,
Mr. Wyden, said, we would probably be able to buy power at half
the cost of that contract.

Now, we are telling you this is very important because BPA is
planning another 11 percent increase for this fall. We are not out
of the woods. Some of these are multi-year contracts that the rate-
payers of the Northwest will be paying for many years. You are the
only policeman on this street, and there is a mugging happening
in my State. You have to respond, otherwise these taxpayers are
going to pay this bill for many years. It is going to wreck our econ-
omy.

And I think we will have to as Congress responds with more
clear rules and regulations how FERC, the only cop on the block,
has to act in protecting consumers in this country. Otherwise, we
have failed. Otherwise, we have failed.

I have more questions, Mr. Chairman, but I see my time has ex-
pired.

The CHAIRMAN. Thank you.
Let me just alert members here we have eight more witnesses to

call in the hearing and it is now 4:30. Should we go to the second
panel? Is that an appropriate way to proceed or should we have one
additional question from each?

Senator FEINSTEIN. One question.
The CHAIRMAN. Each panel member gets one question and one

answer and no follow-ups. Then we go to the next panel. How is
that? Senator Feinstein. I will postpone asking any questions my-
self in this second round. Go ahead, Senator Feinstein.

Senator FEINSTEIN. You are very generous.
Mr. Wood, the memorandum that our office gave to you I think

yesterday right after we got it. Could you tell us what was done
with this memorandum when it arrived? Now, I know you were not
there, but what happened and what actions were taken pursuant
to it and when were they taken?

Mr. WOOD. I have got to confess—Senator, thank you for that—
I was pretty disappointed not to find that on an internal request
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last summer when Commissioner Brownell and I first got to the
commission.

But nonetheless, these issues apparently were done in an inves-
tigation that the commission staff was instructed to do in the sum-
mer of 2000 as a result of all the Western power market issues.
This was one of a number of documents that were used to create
this November 2000 report entitled ‘‘Staff Report to FERC on West-
ern Markets and the Causes of the Summer 2000 Price Abnormali-
ties.’’

I should say, to their credit, there was a discussion of the under-
scheduling issue, of all the congestion management, a host of
issues, a subset of those are certainly in there. The day-ahead
schedules following below forecast issue, and then the exporting
power, I think the ricochet format, which were in the issues for in-
vestigation. I read this pretty quick after I got your memo, so the
other issues may well have been in there.

But this report then became the template for the December 15
order of FERC that really got rid of a lot of the flaws in the mar-
ket. It has not been fully implemented, but I think certainly that
order was a big turning point.

I do not know that everything and, in fact, I do not believe that
everything that showed up in this memorandum got fixed by that
order. I have not mapped the SOCAL Edison issue to where it got
fixed along the way. But in mapping the Enron issues to where
things got fixed along the way, which we did last week, the only
things we have not gotten at really are the fraud, the issues where
they just outright lied. Those are just ongoing things that really
the front line folks have to catch. As you catch people lying, you
have got to chop something off. But the market flaws that were ex-
ploited, which the SOCAL ED paper refers to, in my estimation
have been addressed or will have been addressed by the filing that
the ISO made 2 weeks ago.

So, I think I will be glad to look at that further from the memo
you gave me to make sure that everything there maps to a subse-
quent fix and let you know what that is.

Senator FEINSTEIN. Just a quick observation. The Enron memo,
of course, was far after this.

Mr. WOOD. Yes.
Senator FEINSTEIN. So, clearly whatever FERC did had no deter-

rent effect.
Mr. WOOD. Actually the memos were dated about the same time

of the—I think they were December 6 and 8, and then this was the
subsequent week. So, of course, we did not have those memos, but
I think it all did happen about the same time.

Senator FEINSTEIN. Thank you.
The CHAIRMAN. Senator Wyden.
Senator WYDEN. Mr. Wood, what policy changes in your view are

most likely to prevent future Enrons and Enron-like scams? You
have got the three sponsors, led by Senator Feinstein, for example,
of efforts to bring more transparency on the derivatives issue. As
you know, we have gone back and forth on the question of a Fed-
eral ratepayer advocate, something I feel very strongly about. But
why do I not let you wrap up by way of giving us your idea of the
policy changes that are most likely to prevent future Enrons?
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Mr. WOOD. By policy meaning a legislative enactment, or just a
change at the agency?

Senator WYDEN. You can reverse the administration’s position
and support the Feinstein-Cantwell-Wyden derivatives legislation.
You can come out for the ratepayer advocate which is in con-
ference. There may be other changes you want.

Mr. WOOD. Senator, I think I wrote you a letter when you asked
us to do it at the FERC. I think it is totally appropriate for that
ratepayer advocate to be at the Attorney General, as it is in most
States, or either as a freestanding agency altogether. I think that
is actually a great idea, and we look forward, when that person is
getting picked, working with him at FERC or any of the other
agencies.

Senator WYDEN. So, the administration is going to support in
conference a Federal ratepayer advocate. I mean, you have made
my day. You can kind of take the rest of the day off.

Mr. WOOD. I am an independent agency. I think the White House
can speak for themselves. You asked me my opinion as the head
of an independent agency.

Senator WYDEN. That is a good initiative to support. So, what
else?

Mr. WOOD. And we have already spoken. I think I wrote a month
or so ago to Senator Feinstein saying how important we think, at
the FERC, transparency is to the industry, not just in the cash
market, but in the financial market as well. I think to the extent
there is a need there—and I am not an expert on CFTC law, but
I think to the extent that transparency is garnered by what you all
are proposing there, that is needed.

As far as the policy side, we have, I think, done that for the cash
market, for the futures, for the long-term contracts, and all the
short-term deals by what we enacted 3 weeks ago, which quite
frankly was what we thought we had enacted 10 years ago. But
people are finding ways around it, so we just gave them a computer
sheet and said, fill in the lines here. Do not give us your own for-
mat. Fill it in our way. Give that to us on all your transactions.
Make that web searchable, and then people have more trans-
parency.

Senator WYDEN. We are going to resurrect the derivatives cause
because, if anything, the events of the last 10 days have high-
lighted how important it is to get openness early on. So, we will
look forward to your supporting aggressively those kinds of meas-
ures in the conference. It will be very helpful and I appreciate your
doing it this afternoon.

The CHAIRMAN. Senator Cantwell.
Senator CANTWELL. Thank you, Mr. Chairman.
Mr. Wood, will you make available to either the Department of

Justice or to this committee or other body of the Senate the con-
tracts that you are currently investigating?

Mr. WOOD. Will we make available to?
Senator CANTWELL. The Senate?
Mr. WOOD. The ones that were referred to hearing?
Senator CANTWELL. The Senate or the Department of Justice.

Will you make those contracts that you are investigating in some
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format—we obviously sometimes obtain information from various
agencies that are not made public, but they are reviewed by bodies.

Mr. WOOD. The contracts referring to which ones, Senator?
Senator CANTWELL. The contracts during this time period that

are under investigation by FERC.
Mr. WOOD. Again, what we are looking at here, though, Senator,

is not the individual—actually we are looking at all the data from
the contracts. I do not know that we have got the actual contracts
in here specifically unless they have been filed. I think Snohomish
has filed. I am sorry. You are talking about contracts. You mean?

Senator CANTWELL. I think the public is looking for information,
and obviously I think we were all surprised that these memos ex-
isted. Part of proving this case is understanding what is in those
contracts. So, I am asking you if you are going to make those con-
tracts available either to the Department of Justice or to a commit-
tee of the Senate for our review as well.

Mr. WOOD. The reason I am being a little careful answering this
question is because we are involved with the other three investiga-
tory agencies on this, and we have already as a Commission ap-
proved contracts to work and exchange documents with each other.
So, that actually is going on right now.

Senator CANTWELL. What agencies?
Mr. WOOD. With the SEC, CFTC, and DOJ is not part of that

now.
Senator CANTWELL. Will you make it available to the DOJ or to

a Senate committee?
Mr. WOOD. Yes, we should have no problem doing that, Senator.
Senator CANTWELL. Thank you very much.
The CHAIRMAN. Let me just ask one final question. We got this

fax transmission from the Attorney General of California of all
these notes which evidently were taken by—do we know the name
of the lady? The testimony at the Commerce Committee this morn-
ing was that it was Mary Hain, who I do not know. But at any
rate, we got all of this handwritten information here, which quite
frankly we have not had time to try to understand. I guess I would
just ask if you have had a chance to review this or any of your
staff. If you could take this and make it part of your investigation.
That is all I am asking.

Mr. WOOD. I would be glad to, sir.
Senator WYDEN. Mr. Chairman?
The CHAIRMAN. Yes.
Senator WYDEN. I would just ask unanimous consent to enter

that document into the record. It is really an extraordinary docu-
ment. I have had a chance to go through it now. It is a very trou-
bling document. It is almost like an autopsy. You know, everybody
talks about a smoking gun. I would like to ask unanimous consent
that it be put into the record in its entirety.

The CHAIRMAN. Without objection, it will be, but I do think it
would be useful if FERC investigators would look at this to deter-
mine whether or not there is something in here that is useful.

[The document referred to follows:]
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STATE OF CALIFORNIA,
OFFICE OF THE ATTORNEY GENERAL,

Sacramento, CA, May 14, 2002.
Hon. JEFF BINGAMAN,
Chair, U.S. Senate, Energy and Natural Resources Committee, Dirksen Senate Office

Building, Washington, DC.
DEAR SENATOR BINGAMAN AND COMMITTEE MEMBERS: I am enclosing a set of doc-

uments from Enron’s Portland, Oregon offices which were recently discovered as
part of the investigation which my office, along with the Attorneys General of Or-
egon and Washington, is conducting into the manipulation of the Western United
States energy markets. These documents include notes relating to the memoranda
released last week by Enron, as well as other subjects relevant to your hearings to-
morrow.

We believe that these documents may be helpful in aiding the Senate’s inquiry
into the energy crisis of 2000 to 2001. As you know, the investigation and enforce-
ment efforts of the California, Washington and Oregon Attorney General’s Offices
are on-going,

Sincerely,
BILL LOCKYER,

Attorney General.

NOTE: The documents that accompanied this letter have been retained in com-
mittee files.

The CHAIRMAN. Thank you both very much for your testimony.
We appreciate it.

Let me call the second panel. Jean Frizzell, who is an attorney
at law with Gibbs & Bruns; Mr. Gary Fergus, attorney at law with
Fergus law firm in San Francisco; Mr. Christian Yoder, attorney at
law with UBS Warburg Energy; and Mr. Stephen Hall, attorney at
law with UBS Warburg Energy. Thank you all very much for being
here.

I am told we are going to have another vote over on the Senate
floor in about 10 minutes. Why don’t we do this? Let me just have
you sit down and we will start through your testimony. Let’s start
going from right to left here, my right to my left, and ask each of
you to give us about 5 or 6 minutes of sort of the main points you
think we ought to be aware of. I think you can tell from the ques-
tions that you have already heard from those of us here the types
of questions we are interested in. Any insights you could give us
as to what has occurred or what actions the Congress should take
or FERC or anybody else would be greatly appreciated. When the
vote gets to the midway point, we will have to probably adjourn the
hearing for a few minutes to go vote.

Mr. Frizzell, please go ahead.

STATEMENT OF JEAN C. FRIZZELL, ATTORNEY AT LAW,
GIBBS & BRUNS, L.L.P., HOUSTON, TX

Mr. FRIZZELL. Thank you, Senators. My name is Jean Frizzell. I
am a partner in the law firm of Gibbs & Bruns, L.L.P. Gibbs &
Bruns is a litigation law firm. Our practice consists primarily of
the prosecution and defense of commercial disputes.

I understand that the committee’s inquiry today includes the
issue of what additional legislative or regulatory measures might
be appropriate in light of Enron’s activities in the California mar-
ket. I am not an energy or regulatory specialist and do not consider
myself an expert in that area, so I have no specific policy initiatives
to propose. I am able, however, to relate to the committee my role
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in connection with the matters that were the subject of the memo-
randa recently released by Enron.

In late November of 2000, my firm was engaged by Enron to de-
fend Enron Power Marketing, Inc. and Enron Energy Services in
previously filed class actions brought in California. Gibbs & Bruns
was one of several litigation law firms that Enron retained, includ-
ing Brobeck of San Francisco. Enron also hired a regulatory firm
to represent the Enron entities in related proceedings before the
Federal Energy Regulatory Commission. The draft memorandum
co-authored by me that is one of the subjects of this hearing was
prepared by litigation counsel during the course of preparing to de-
fend those class actions.

As is required in the defense of any lawsuit, one of the imme-
diate tasks undertaken by the defense team was to begin a prelimi-
nary investigation of both the potential merits and the potential
defenses to the claims made in those suits. In this case, very short-
ly after we were engaged, Enron provided the defense teams copies
of the Stoel Rives’ memorandum. I and other members of the de-
fense team were thereafter involved in a series of interviews with
a number of Enron traders, wherein the traders described the Cali-
fornia market, the strategies outlined in the Stoel Rives’ memoran-
dum, and their understanding of the potential impact of those
strategies on the California marketplace.

During the course of those interviews, we were informed that
Enron had ceased trading in the real-time market, and that the
strategies discussed in our draft memo were no longer being used.

Following our interviews, I and the other members of the defense
team prepared the initial draft of our memorandum on Mr. Fergus’
portable computer. Mr. Fergus agreed to send the draft to us for
our review and comments, which he did. However, we decided that
before we finalized the status report, Mr. Fergus would have
Enron’s head trader in Portland review it to make sure that our
statements were accurate.

Approximately a week later, I received and reviewed a draft of
the status report. About 2 weeks later, I received comments from
another member of the defense team. My understanding was that,
consistent with our original discussion, Mr. Fergus was going to
meet with the head trader to discuss the draft report before finaliz-
ing it. However, I did not participate in those discussions and had
no further involvement in the draft report.

The defense team, including myself and my firm, were involved
in the defense of existing class action lawsuits. As trial lawyers, we
were attempting to gather information and develop arguments that
would assist in the defense of Enron during a trial or trials of the
civil lawsuits brought in California involving strategies that were
no longer being used. We were not attempting to and did not con-
done or authorize the strategies themselves, and we played no part
in their development or execution.

In light of the fact that Enron has waived its attorney-client
privilege, I am prepared to answer any of the committee’s questions
regarding my role as a trial lawyer in defense of the California
class actions. Thank you.

The CHAIRMAN. Thank you very much.
Mr. Fergus, please go ahead.

VerDate 11-SEP-98 09:14 Aug 23, 2002 Jkt 000000 PO 00000 Frm 00051 Fmt 6633 Sfmt 6602 J:\DOCS\81-138 SENERGY3 PsN: SENERGY3



49

STATEMENT OF GARY S. FERGUS, ATTORNEY AT LAW,
SAN FRANCISCO, CA

Mr. FERGUS. Senators, I had prepared and submitted written tes-
timony on the five questions that you had posed in the invitation,
but I will also refer to the memos.

My name is Gary Fergus. For approximately 21 years, I was a
trial lawyer at the firm of Brobeck, Phleger & Harrison, LLP.

My client Enron has instructed me that it is waiving the attor-
ney-client privilege with respect to my testimony before this sub-
committee.

Brobeck, Phleger & Harrison was retained in late September
2000 to represent Enron in connection with threatened litigation in
California arising out of the high energy prices in the wholesale
electricity market during the summer of 2000. Enron used a con-
cept that they called the virtual law firm to assemble a team of
lawyers from different firms, each with their own area of expertise.
Brobeck was selected because of our jury trial experience in com-
plex matters. Brobeck was not and is not an energy regulatory
firm.

By late November 2000, Enron had assembled a defense team
that was headed by Mr. Robin Gibbs of the Gibbs & Bruns law firm
in Houston, Texas. Mr. Michael Kirby of the Post, Kirby, Noonan
& Sweat firm was added to the team as another experienced jury
trial lawyer with extensive antitrust experience and familiarity
with the San Diego County California courts where a number of
complaints had been filed.

In addition, Enron had a number of other firms that regularly
advised the company in their areas of expertise.

The CHAIRMAN. We are going to let you complete your testimony
and then adjourn for this vote that has just started. So, go right
ahead.

Mr. FERGUS. Thank you, Senator.
These other firms included Stoel Rives located in Portland and

Bracewell & Patterson has offices throughout the United States.
Stoel Rives had energy regulatory experience and routinely advised
Enron with respect to such issues. At the time, Stoel Rives had sec-
onded Mr. Stephen Hall, sitting on my right, to Enron to be avail-
able on premises in Portland to provide additional resources to Mr.
Christian Yoder, sitting on my far right, and to be available on the
trading floor to respond to questions from traders.

Brobeck was invited by Enron to attend a large 2-day orientation
session in Portland in early October, along with a number of other
firms, including Bracewell & Patterson. At this orientation session,
there was a presentation from the head trader giving an overview
of the electricity market conditions that had prevailed during the
summer of 2000.

In early November 2000, I spent an additional 2 days in Portland
beginning to learn the details of how the markets operated during
the summer of 2000 and beginning to interview individual traders
as to how they did their jobs. Mr. Richard Sanders, who is head
of litigation for Enron, and Mr. Stephen Hall participated in some
but not all of these meetings.

My understanding is that between the meetings in early Novem-
ber and the beginning of December 2000, Mr. Hall continued to
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meet with traders and gather more information. As a result of his
interviews, he prepared the December 6, 2000 memorandum, which
is also dated December 8, 2000.

On December 11-12, 2000, a meeting was held in Portland, Or-
egon to further investigate the trading practices described in the
December 8 memorandum. The meeting was chaired by Mr. Robin
Gibbs and Mr. Richard Sanders. I, along with Mr. Michael Kirby
and Mr. Stephen Hall, participated. At that time, the decision was
made to suspend any of the trading strategies still in use that were
described in the December 8, 2000 memorandum.

At the same time, the wholesale electricity market was under-
going extreme volatility. The Federal Energy Regulatory Commis-
sion had issued its November 1, 2000 order, and it was known gen-
erally that the commission was about to issue an order on Decem-
ber 15. There were also concerns about credit risk of market par-
ticipants. Because all of these events were consuming the attention
of Enron traders, a decision was made to set up a meeting as early
as possible in January to further investigate the trading practices
that had been used during the summer of 2000.

In early January, there was another meeting in Portland at
Enron where trading strategies that were described in the Decem-
ber 8 memorandum were discussed by the defense legal team and
the head trader in Portland. At that time, Mr. Richard Sanders re-
iterated that none of the trading strategies described in the Decem-
ber 8th, 2000 memorandum were to be used by Enron.

The lawyers responsible for defending Enron in the litigation
pending in California were assigned the task of investigating the
facts and evidence surrounding the events from the summer of
2000. Individual traders were interviewed by a team of defense
lawyers from Brobeck, Phleger & Harrison, Gibbs & Bruns, and
Post, Kirby, Noonan & Sweat to learn what information the traders
had about the events that had transpired during the summer of
2000.

At the end of these meetings, all the defense lawyers, who had
been interviewing witnesses, jointly prepared the first draft of the
memorandum summarizing what we had learned. This memoran-
dum was circulated only to outside counsel and to Mr. Richard
Sanders. There were several revisions that were exchanged
amongst the lawyers during the next few days while our interviews
were still fresh in our minds. This memorandum was a work in
progress. The next step was to check back with the head trader in
Portland to make certain that the lawyers understood the facts cor-
rectly. Other events, however, such as litigation with the California
Power Exchange, its subsequent bankruptcy, the motion practice in
California cases, and the retention of experts overtook the defense
team.

It was not until April 2001 that the defense team was able to
turn back to the draft memorandum. At that time, during discus-
sions with the head trader, I learned that the lawyers still did not
have all of the facts correct about what had happened during the
summer of 2000. I also asked to see some documentary evidence
that was relevant to some of the strategies that had been used dur-
ing the summer of 2000. What I found were documents that were
in conflict with some of the descriptions we had been given.
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The draft memorandum was never completed because we had not
resolved the factual conflicts. Other events in the litigation took
precedence over the factual investigation of what happened during
the summer of 2000.

On December 2, 2001, Enron filed for bankruptcy and all defense
efforts ceased.

I stand ready to answer any questions that you may have.
[The prepared statement of Mr. Fergus follows:]

PREPARED STATEMENT OF GARY S. FERGUS, ATTORNEY AT LAW, SAN FRANCISCO, CA

My name is Gary Fergus. For approximately 21 years, I was a trial lawyer at the
firm of Brobeck Phleger & Harrison, LLP. My client Enron, has instructed me that
it is waiving the attorney-client privilege with respect to my testimony before this
Subcommittee.

Brobeck Phleger & Harrison, LLP was retained in late September 2000 to rep-
resent Enron in connection with threatened litigation in California arising out of the
high energy prices in the wholesale electricity market during the summer of 2000.
Enron used a concept that they called the ‘‘virtual law firm’’ to assemble a team
of lawyers from different firms each with our own area of expertise. Brobeck was
selected because of our jury trial experience in complex matters. Brobeck was not
and is not an energy regulatory firm.

At the present time, I have started my own firm. My regulatory expertise is lim-
ited specifically to Enron and does not extend to the industry generally. I under-
stand that the committee is interested in information on five topics. My comments
are set forth below:

1. Are current disclosure rules sufficient to discover the kind of behavior referred
to in the documents and if not, should disclosure rules be strengthened either by
rule or statute?

My understanding is that there already is a tremendous volume of data that I
understand is already required to be disclosed. Because of the complexity of the
transactions involved, I am uncertain whether additional disclosures would be help-
ful with respect to discovering behavior.

2. Are there behavior patters that, in and of themselves, should be considered pre-
sumptively manipulative? If so, what kinds of behavior?

I am sure there must be such behavior patterns, but I do not have an opinion
as to how to specifically define such patterns.

3. Are FERC’s market rules sufficient to ensure that markets are not manipu-
lated?

One of the most significant issues in this area is the intersection of the jurisdic-
tion between FERC and the California ISO. At times, it appears that the two enti-
ties have not agreed upon the appropriate method for handling the California elec-
tricity market. I have no opinion on how those rules should be changed.

4. What actions are being taken to change the rules, if they are not now suffi-
cient? Is further statutory authority necessary?

I have no information about potential rule changes. I have no opinion as to wheth-
er further statutory authority is necessary.

5. What is the division of responsibility for oversight between the CALISO and
the Commission? Are those roles properly structured?

In my experience, the roles seemed to be confused and at times at odds with each
other. I have no other opinion on this subject.

The CHAIRMAN. Well, thank you very much. Let us take a short
recess here. We will be back in 10 or 15 minutes.

[Recess.]
The CHAIRMAN. Why don’t we go ahead. We have still got two

witnesses to give us their testimony. Mr. Hall, please go ahead
with yours, take 5 or 6 minutes, and tell us what we need to know.

STATEMENT OF STEPHEN HALL, ATTORNEY AT LAW,
UBS WARBURG ENERGY, LLC, PORTLAND, OR

Mr. HALL. Thank you, Mr. Chairman. My name is Stephen Hall.
The CHAIRMAN. Let me also say if any of you want to take your

jackets off, go ahead. It is a little hot in this place.
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Mr. HALL. It is a little warm in here. Thank you, Senator.
As an attorney at the law firm of Stoel Rives, LLP, which served

as outside counsel to Enron North America on certain regulatory
matters, I was asked in October 2000 to research and prepare a
memorandum describing certain wholesale energy trading practices
at Enron. That memorandum, delivered to Enron on December 6,
2000, characterized certain of those practices as deceptive. At the
same time, we advised Enron in a face-to-face meeting that decep-
tive trading practices could violate the ISO tariffs, as well as State
criminal laws.

Enron has waived the attorney-client privilege with respect to
these matters, and I would be happy to assist the committee in any
way in its investigation of trading practices in the Western whole-
sale energy markets.

I would like to provide some brief background regarding the
preparation of the memorandum. In fall 2000, as an associate as
Stoel Rives, I did work for various clients of the firm in the energy
industry, including Enron. I worked under the supervision of
Marcus Wood, a partner at Stoel Rives with many years of experi-
ence in the energy industry.

In October 2000, at a meeting convened by Enron’s litigation
counsel in Portland to address the company’s response to a sub-
poena from the California Public Utility Commission, Enron trad-
ers began describing certain strategies used in the California
wholesale energy market. The strategies presented were extraor-
dinarily complex and the descriptions given were highly technical.

Following that meeting, Enron’s counsel asked me to review the
applicable tariffs, interview Enron traders, and seek to develop for
the first time a written description of the trading strategies that
were identified at the meeting. Subsequently I talked with traders
at Enron and, working with Mr. Wood and Enron inside counsel,
Christian Yoder, who is also testifying today, developed the memo-
randum that has been provided to the committee.

As I learned about Enron’s trading practices, I became increas-
ingly concerned. In the course of my discussions with traders, I be-
came aware that certain of these trading strategies involved decep-
tion. As I learned of deceptive practices, I advised the traders with
whom I spoke that such practices were deceptive and that they
should stop such practices immediately. I also attended meetings
in which Enron traders provided assurances that such practices
had been discontinued.

In addition to the descriptions of trading practices I had been
asked to prepare, I included in the memorandum a summary of the
ISO tariff rules against gaming or deceptive practices to ensure
that Enron would understand the ISO standards applicable to
these practices and the sanctions for violations. Mr. Wood, my su-
pervising partner, revised the memorandum to emphasize the de-
ceptive nature of certain of these strategies and provided Enron
counsel copies of California criminal statutes on fraud and theft, to
make it clear to Enron that deceptive practices could constitute vio-
lations not only of ISO rules but also possibly of criminal statutes.
Subsequently, Mr. Yoder and I met with the head trader at Enron
in Portland to communicate Stoel Rives’ findings and conclusions
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to ensure that he understood our belief that many of the trading
practices involved deception.

In June 2001, I accepted a position as an in-house attorney at
Enron where I remained for 8 months. From the time I delivered
the memorandum through my brief tenure at Enron, I saw no evi-
dence or received any indication that the deceptive practices which
I discussed in my memorandum ever resumed.

In sum, I was asked to talk with Enron’s traders to learn about
and summarize the trading strategies used. In the course of my re-
view, my law firm developed an understanding of those strategies,
identified in writing certain practices that appeared deceptive, ad-
vised Enron traders that these practices must be discontinued, un-
derstood that Enron had discontinued these practices, and advised
our client that the future use of deceptive trading practices could
violate ISO rules and/or criminal statutes.

I understand that this committee is conducting a review of
whether actions taken and under consideration by the Federal En-
ergy Regulatory Commission are sufficient to prevent manipulation
of the Western energy markets. I would respectfully inform the
committee that I have been an attorney for only 6 years and have
practiced energy law for only 4 years. I am not an economist or a
public policy expert and do not feel qualified to opine on public pol-
icy issues. With that caveat, I would be happy to discuss my find-
ings regarding Enron’s practices and to assist this committee in
any way I can.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much.
Mr. Yoder, go ahead.

STATEMENT OF CHRISTIAN G. YODER, ATTORNEY AT LAW,
UBS WARBURG ENERGY, LLC, PORTLAND, OR

Mr. YODER. Thank you, Mr. Chairman. For the record, thank
you, Senator Smith from Oregon, even though he is not here, for
his kind remarks earlier.

Good afternoon. My name is Christian Yoder. I am currently a
director in the Legal Department of UBS Warburg Energy, LLC, in
Portland, Oregon. Prior to joining UBS Warburg in February 2002,
I worked for Enron Corp. where, from 1994 to February 2002, I
was employed as senior counsel. I worked in Enron’s Houston of-
fices from 1994 to 1998, at which time I was relocated to its Port-
land, Oregon offices.

As a lawyer for Enron, my job was to provide legal advice to the
company on transactional matters, including the negotiation and
drafting of master agreements with other wholesale power trading
entities. I did not specialize in Federal Energy Regulatory Commis-
sion law.

In September 2000, Stephen Hall, a third-year associate attorney
at the Portland law firm, Stoel Rives, LLP, outside counsel for
Enron, was detailed from his law firm to work in Enron’s Portland
office, although he remained an associate of Stoel Rives and was
not an Enron employee at that time.

Around that time, I and other members of Enron’s legal depart-
ment anticipated that litigation might be commenced against
Enron and other power traders who conducted business in the
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Western United States and especially in California. I asked Ste-
phen Hall to attend litigation preparation meetings, perform some
basic factual research, and draft a memorandum regarding Enron’s
trading practices, including any problematic aspects he might iden-
tify. In connection with this assignment, Mr. Hall produced a
memorandum dated December 6, 2000. There is also a December
8, 2000 version of the same memorandum, but I believe that only
the date is different. Although Mr. Hall drafted the memorandum,
my name was added as a co-author to indicate that I had partici-
pated in discussions regarding its preparation and content.

When I received the memorandum from Mr. Hall sometime in
early December 2000, I provided a copy to my supervisor, Mr. Mark
Haedicke, the managing director of the legal department of Enron
North America. I also believe that Richard Sanders, the associate
general counsel, who had responsibility for overseeing litigation
matters, also received a copy, although I cannot recall whether I
or Mr. Hall provided it to him.

With respect to the issues the committee is examining, I am here
voluntarily and intend to fully cooperate with this committee and
any other congressional investigation into these matters. Because
I learned much of the information in my possession in my capacity
as a lawyer for Enron, under Texas and Federal law, the attorney-
client privilege would normally prevent me from disclosing privi-
leged information. However, Enron has provided me with a waiver
of the attorney-client privilege that enables me to answer the com-
mittee’s questions even if my answers disclose attorney-client privi-
leged material.

I welcome the opportunity to answer, to the best of my ability,
any questions that the committee may have for me.

Thank you.
The CHAIRMAN. Thank you. Thank you all very much for testify-

ing. I acknowledge everyone is here voluntarily. We have subpoe-
naed nothing and we have subpoenaed nobody. So, I appreciate
that. And I also appreciate the fact that Enron has chosen to waive
the attorney-client privilege. I think that is to be commended.

Our purpose in a lot of what we are trying to do, both with the
hearings and with the electricity title that we have in the energy
bill that we passed through the Senate and is now in conference
with the House, or will be, we believe, this summer—but our pur-
pose in there is to ensure that, to the extent deregulation occurs,
to the extent that States determine to proceed with deregulation,
that it not result in the consumer or the ratepayer being disadvan-
taged and that the benefits of competition that are supposed to re-
sult from deregulation actually have a chance to happen.

In light of that, obviously the revelations about these so-called
deceptive practices—I think that is the phrase that everyone has
used since that does not prejudge whether they are illegal or legal.
They are just deceptive, but the existence and the pattern of decep-
tive practices that is discussed in the memos that we have talked
about here is a concern. I would like to be sure that the Federal
Energy Regulatory Commission has full authority to impose civil
penalties on people, firms, or individuals who do trade in energy
markets and use these deceptive practices. And I would also like
to be sure that, where appropriate—and I am not sure it is appro-
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priate in every case—but where appropriate, there be criminal pen-
alties that also could be pursued by the Department of Justice.

I would just ask each of you if you have reached a conclusion
about whether FERC has adequate authority to impose civil pen-
alties for these deceptive practices and/or whether the Department
of Justice has adequate authority to pursue criminal penalties for
some of these deceptive practices, if some of them should be sub-
jected to criminal penalties.

Mr. Frizzell, did you have any opinion on this? If you do not have
opinions, you can state that. But obviously this is a central issue
I think for our committee to decide.

Mr. FRIZZELL. Senator, I am sorry. I am not a FERC lawyer. I
do not know what their power is, and so I do not have an opinion
on that.

The CHAIRMAN. Okay. Do you have any view on this, Mr. Fergus?
Mr. FERGUS. Senator, I do not. My expertise in dealing with

FERC matters has been very narrow, having to do with the refund
cases, and I just have not looked at the penalty provisions, so I
cannot comment. I am sorry.

The CHAIRMAN. Mr. Hall, do you have view on this?
Mr. HALL. Senator, I would be reluctant to comment given that

I have not looked into this matter with any consideration.
The CHAIRMAN. How about you, Mr. Yoder.
Mr. YODER. I am sorry. I cannot say that understand the implica-

tions of what kind of power FERC has or does not have. I cannot
really help in that.

The CHAIRMAN. Let me ask a slightly different question. Would
you agree with my statement that these deceptive practices should
be subject to civil penalties that could be uniform around the coun-
try? That is my concern here, that if we just leave it up to each
ISO, each regional transmission organization to decide whether or
not to allow particular practices, I think we are less likely to have
a system that people can have confidence in. For that reason, it
seems to me logical that we should have a pretty clear definition
of what is proscribed, what is prohibited by FERC, and what pen-
alties will be imposed if practices occur. Do you any of you have
views on that?

Mr. FRIZZELL. Well, without any specific expertise I can say it
does seem logical, and I would agree with that.

The CHAIRMAN. Mr. Fergus?
Mr. FERGUS. One of the things that struck me about learning the

California organization is how the markets operated. It was very
different than how it is done elsewhere in the United States. I have
not studied it elsewhere, but it has been described to me by those
that I believe know, mostly other lawyers who practice in the area,
that it is very different. So, I start with the premise that uniform-
ity would be a very good thing, but the way the systems operate,
there is such a thing as three-part bidding, two-part bidding. There
are some intersections that are related to how California was orga-
nized. So, that is about as far as I can go, Your Honor—excuse me,
Senator. You can tell I am used to being in a court—without fur-
ther study.

The CHAIRMAN. All right.
Mr. Hall.
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Mr. HALL. I think that the suggestion for uniform rules—there
are good reasons for that and I would not suggest that I could list
them all. But electricity is a commodity that travels across State
lines and through different control areas, like Mr. Fergus was sug-
gesting, and to the extent that the rules were uniform with respect
to penalties, it would seem to make sense because the commodity
travels freely. So, if it was subject to a single set of rules, it would
make it much easier to determine what the rules were of the mar-
ket.

The CHAIRMAN. Mr. Yoder, did you have a view?
Mr. YODER. I would tend to support the view of consistent rules

too. I mean, one of the legal realities that exists in the West is you
have the California ISO tariff and its provisions, which is FERC
approved tariff, very thick pages, and then you have other control
areas that have different rules. There is obviously room for prob-
lems when you have different areas and different rules. So, consist-
ency legally is always something that appeals to lawyers I think as
a general matter.

The CHAIRMAN. Yes, I think particularly if you are identifying
practices that you want to prohibit and you are stating what the
penalty is going to be for anybody caught engaged in those prac-
tices. It seems to me if you have got one set for a company that
trades in several ISO’s or has business in various parts of the coun-
try—it is not a very useful way to proceed to think you can get
away with something in one part of the country, but not in another
part of the country.

Senator Feinstein.
Senator FEINSTEIN. Yes. I do have questions.
Mr. Chairman, I would like to begin by asking you to include a

statement from the Governor of California in the record.
The CHAIRMAN. We are glad to do that.
[The prepared statement of the Governor of California follows:]

PREPARED STATEMENT OF HON. GRAY DAVIS, GOVERNOR, STATE OF CALIFORNIA

I am pleased to submit the following statement for the record.
Thank you for holding these important hearings. In the last week, documents re-

leased by the Federal Energy Regulatory Commission (FERC), the Securities and
Exchange Commission (SEC) and announcements by individual companies have re-
vealed a disturbing pattern of deception and abuse by energy traders. The people
of California and the U.S.—as consumers, taxpayers, businesses, retirees and share-
holders—have been hurt. It is time to get to the bottom of these practices, ensure
that they come to a stop and that the guilty pay.

As I have said many times before, California’s electricity market was and is bro-
ken. Traders and sellers have engaged in market manipulation and taken advan-
tage of the flaws in the market to line their own pockets. Protections supposedly
built into California’s market design and subject to federal regulatory approval
failed. Federal regulators for too long overlooked the obvious signs of market abuses
and manipulation and ignored their own regulatory mandates. And it cost California
consumers, businesses, treasury and economy literally billions of dollars in the last
three years.

We have been saying as much since 2000.We have been accused of blaming others
for problems of our own making. We have been told repeatedly to ‘‘trust the mar-
ket.’’ But FERC’s revelation last week of Enron’s confession to abusive, manipula-
tive and possibly illegal electricity trading practices bear out what California has
been saying. There is reason to believe that other traders engaged in similar prac-
tices. Also, the SEC announced it was investigating a practice by Dynegy and CMS
Energy called ‘‘round trip’’ or ‘‘wash’’ trades—a kind of financial shell game where
companies traded equal amounts of energy to inflate their trading volumes. Reliant
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Energy admitted it also engaged in ‘‘wash’’ trades. Now we learn that Enron has
admitted to overstating the value of its assets by up to $24 billion.

Electricity is too important to our economy and indeed our health and safety to
tolerate the games these traders have been playing. It is time to insist that these
industry trading practices be thoroughly investigated, those who did wrong be held
accountable and that California consumers be made whole for the billions of dollars
that flowed out of state as a result of these deceptions. It is also time for the regu-
lators to step up to their responsibilities to ensure that consumers’ interests are put
first.

There are three fundamental actions that must happen—first, there must be a
thorough accounting and remedy of all these abusive and corrupt practices; second,
there must be actions to ensure that effective protections are put in place and stay
in place and third, there must be effective mechanisms to hold traders accountable
for their actions.

Enron’s confession memos are truly astounding only in how many abusive prac-
tices they reveal. Unfortunately, we have long understood the effects of their manip-
ulations—wildly volatile energy markets, unreasonably high prices, forced blackouts
and tight supplies. We have also long known that these problems were not merely
the consequence of the supply and demand situation in California and the West, but
of deliberate attempts to manipulate the market to the detriment of our people and
economy. We have taken steps to make sure there is enough electricity in Califor-
nia. We have built eleven new power plants with more coming on-line this summer.
We have invested historic amounts in energy efficiency and in 2001, Californians
achieved heroic levels of conservation.

Some have labeled the Enron memo a ‘‘smoking gun,’’ but I believe it is also some-
thing else—the tip of the iceberg. Enron’s memo labeled these fraudulent practices—
Fatboy, Ricochet, Death Star and Get Shorty—trading practices that drove Califor-
nia to the brink of blackouts by creating ‘‘phantom’’ power supply shortages and con-
gestion of power lines to drive up prices.

According to the Enron memo, the only downside as one trading strategy was de-
scribed was a ‘‘public relations risk arising from the fact that such exports may have
contributed to California’s declaration of a Stage 2 emergency yesterday.’’ The Enron
memos allege that others in the industry engaged in these practices FERC should
follow up thoroughly. Asking other traders and sellers to admit to whether they en-
gaged in similar practices as FERC did on May 8 is a good start but it is not
enough. We believe and have submitted to FERC evidence of other abusive prac-
tices, such as withholding of power. FERC must thoroughly investigate and remedy
any and all market abuses.

Enron’s influence went beyond just leading other traders in deceptive and fraudu-
lent activities. It is well known that Enron sought to make political, legislative and
regulatory changes to support their version of the brave new world. They tried
through every means possible to unravel any regulatory oversight. Enron attempted
to ensure they could conduct their business behind a veil of secrecy. They sought
to convince regulators that price controls and effective market surveillance were un-
necessary and would in fact harm competition. We never believed that the electricity
market could function like that. Now the rest of the world knows that the deregula-
tion Enron advocated was all just a part of Enron’s deceptions.

I applaud these committees’ investigations of abusive practices. I urge you to call
on federal regulators, both FERC and the SEC, to ferret out these market manipula-
tions by energy traders, remedy them and put protections in place to make sure it
does not happen again. If they do not act decisively, the Congress should.

Last week, I joined members of the California Congressional delegation in calling
on Attorney General Ashcroft to initiate a criminal investigation of Enron’s activi-
ties.

In a May 7, 2002 letter to FERC Chairman Pat Wood, I outlined the steps we
believe FERC must take:

1. FERC must thoroughly investigate these practices by all energy traders,
not just Enron. We are heartened to see that FERC is asking all energy traders
and seller whether they engaged in these practices.

2. FERC must allow the California Independent System Operator (CAISO) to
adopt stronger rules to discourage, prevent and punish abusive trading behav-
ior. In the past year, FERC has rejected some CAISO proposed rules—rules
FERC allowed other ISOs to use.

3. FERC must continue west-wide price caps and must offer requirements be-
yond September 30, 2002. Not only do California’s markets continue to be vul-
nerable to manipulation, but also it is clear from the Enron memo that a Cali-
fornia-only solution will not work.
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4. FERC must act on California’s refund request. California is appealing an
earlier FERC decision to exclude billions of dollars from the refund proceeding.

5. FERC must also reform the long-term contracts as California has requested
in a proceeding brought by the Public Utilities Commission and the Electricity
Oversight Board.

Today, I sent another letter to Chairman Wood, in light of the revelations of other
abusive trading practices by Dynegy and Reliant Energy, asking FERC to broaden
its investigation beyond the Enron memo activities.

This is not just California’s plight. We know from the memos that Enron per-
petrated its dirty tricks throughout the West. Also, the New York Times reported
on May 12 that during a test of their system last summer, Texas officials found that
companies exaggerated their demand and drove prices higher. With brazen arro-
gance, this was during a test when the companies knew the regulators were watch-
ing.

We welcome your investigation. We urge aggressive Congressional, FERC and
SEC oversight of electricity traders. Experience shows that traders will create and
exploit new market flaws as soon as the old ones are stopped.

Electricity is not just any commodity. It is essential to health and safety. It lit-
erally powers our economy. We must have reliable, stable and reasonable priced
electricity.

Thank you.

Senator FEINSTEIN. Thanks very much.
My first questions are to Mr. Yoder and to Mr. Hall. If I under-

stand correctly, you are both now employed by UBS Warburg. Is
that correct?

Mr. YODER. Yes.
Mr. HALL. Yes, Senator.
Senator FEINSTEIN. Does UBS Warburg, either today or in the

past, employ any of the schemes mentioned in the December 6 and
8 memorandum?

Mr. YODER. No.
Mr. HALL. Not to the best of my knowledge.
Senator FEINSTEIN. And that goes for the past or the present.
Mr. YODER. That is my understanding, yes.
Mr. HALL. Yes, Senator.
Senator FEINSTEIN. I would like to read you a section from the

December 6, 2000 Enron memo in reference to the strategy to buy
power in California and send it out of the State. You wrote—and
I quote—‘‘This strategy appears not to present any problems other
than a public relations risk arising from the fact that such exports
may have contributed to California’s declaration of the stage 2
emergency yesterday.’’ Do you recall that?

Mr. HALL. Yes, I do, Senator. Would you like me to respond?
Senator FEINSTEIN. Not quite yet.
As it turns out, this strategy may have led to far more serious

events than just a stage 2 emergency. In fact, the next day, Decem-
ber 7, California experienced its first-ever stage 3 emergency, forc-
ing State and Federal water pumps to be shut off, and soon after
came the blackouts.

So, my question is, how do you characterize the damage done to
families and businesses as a result of the Western power crisis as
a mere public relations risk for Enron?

Mr. HALL. Senator, the practice that you are describing there is
the export of power out of California. At that time, my understand-
ing is that——

Senator FEINSTEIN. To avoid the cap.
Mr. HALL. To avoid the cap. My understanding is that at that

time there was a price cap in place in California, but not in the

VerDate 11-SEP-98 09:14 Aug 23, 2002 Jkt 000000 PO 00000 Frm 00061 Fmt 6633 Sfmt 6602 J:\DOCS\81-138 SENERGY3 PsN: SENERGY3



59

rest of the West. And my understanding at the time was also that
it is legal to export power from California as well as to import
power into California. And because of the loophole created by hav-
ing a price cap in one State and not having a cap in the other
States, that encouraged people to export power from California.

The point that I was trying to draw my client to, when I made
the statement there, was to point out that even though the strategy
was completely legal at the time, there were adverse results that
could result from this. And I was trying to say that even though
it was legal, there were other considerations to be taken into ac-
count.

Senator FEINSTEIN. Now, I would like to go to the handwritten
documents that the chairman referred to, which I only received last
night. But in these notes, a Ms. Hain appears to be laying out a
strategy to defend deceptive trading practices in court, as well as
in the court of public opinion.

Mr. Hall, Mr. Yoder, and Mr. Fergus, you were all mentioned in
these notes that appear to be dated October 3. And on the page
with your names, Ms. Hain made the following notes about Enron’s
defensive strategy. ‘‘Look like we’re forthcoming.’’ ‘‘Show the Power
Exchange/Williams-hogs at trough.’’ And then this note, ‘‘No e-
mails except to Richard at his direction.’’ And later on, ‘‘No one can
prove, give complexity to our portfolio.’’

Were the three of you at a meeting with Ms. Hain when she
made these notes?

Mr. YODER. I was at the October 3 meeting. It was an all-day
meeting. The litigation team had come in from Portland and Cali-
fornia. Many law firms were there, regulatory people. It was a big
meeting. I was in and out of the meeting all day long, and that was
the meeting when the traders began to describe the trading strate-
gies to the legal team. That is when we first heard those offensive
names and so forth. So, I was there at that meeting, yes.

Senator FEINSTEIN. Mr. Hall.
Mr. HALL. Senator, I too was at the meeting. Christian and I

were working together that day, and I was definitely at the meet-
ing for the discussion of the trading strategies. I was not there all
day.

These notes are new to me. The first that I have heard of these
notes was today. Obviously, I do not know that they are Mary
Hain’s notes or anyone else’s notes.

What I do know is that following that meeting, I took it upon
myself and Christian Yoder took it upon himself to write a memo
describing those trading strategies and, when we felt that they
were deceptive, to bring them to the client’s attention and to en-
sure that those strategies were stopped.

Senator FEINSTEIN. Mr. Fergus.
Mr. FERGUS. Yes, Senator, I was at that meeting. It was as de-

scribed, that it was an all-day meeting. There were lawyers there
from the Bracewell Patterson firm. I was there. Mr. Richard Sand-
ers was there. There were a number of business people there. That
was my first introduction to anything really having to do with the
electricity markets.

First of all, before I guess last night, I did not see those hand-
written notes either.
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But I think that in my experience and as I recall, there were in-
dividuals who were there who were trying to adjust to the litigation
to what was going on, and there were all sorts of ideas that were
tossed out. The idea with respect to Power Ex being at the trough
or whatever, that is a comment that I remember. As the meeting
went on and as there were discussions, I would not describe what
is down there at all as any plan of how the litigation would be de-
fended.

One of the reasons I say that is, I have been introduced to, I
know Ms. Hain. She was a FERC regulatory lawyer who was in,
I believe, Enron’s governmental affairs. I have no idea why she
wrote down what she wrote down, but there were many discus-
sions.

For example, a lot of the information—there were concerns about
trade secrets and commercial information that if others in the in-
dustry were made aware of, what prices things were being sold at,
that as I understand it, would have been a violation of various reg-
ulations. So, there was lots of free interchange amongst a large
group of people with varying degrees of experience. So, that is what
I remember as I sit here right now.

Senator FEINSTEIN. Mr. Chairman, I see the red light, but if I
could just quickly continue.

The CHAIRMAN. Go ahead.
Senator FEINSTEIN. I am going to ask you each the same ques-

tion, and if you would just answer it, I would appreciate it. The
question is, did you suggest or agree to withhold information in any
way?

Mr. Yoder.
Mr. YODER. No.
Senator FEINSTEIN. Mr. Hall.
Mr. HALL. I am not sure I understand your question. To withhold

what information?
Senator FEINSTEIN. Essentially I think it is related to no one can

prove because of the complexity of our portfolio.
Mr. HALL. No. Never at any time did I agree to withhold any in-

formation.
Senator FEINSTEIN. Mr. Fergus.
Mr. FERGUS. That is correct, Senator. I would not and I did not

suggest withholding information.
I do have to tell you I have further recollections about that meet-

ing, though. This was in the context of, I believe, a subpoena that
had been issued by the California Public Utilities Commission
which, if read literally, would have called for hundreds of gigabytes
of data. So, there was a selection process going through what was
asked for by their subpoena and there were negotiations that Mi-
chael Day and I did—I am sorry. I cannot remember his last name.
His first name is Harvey. He is a lawyer at the Public Utilities
Commission—as to what we would do when we would do rolling
productions. So, there was certainly a selection of information be-
cause there was extreme pressure to get it quickly, but there was
not any decision made. In fact, there were e-mails I believe that fol-
lowed up on conversations that said Enron was not waiving what-
ever objections it had to producing to jurisdiction, but we would go
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ahead and produce on a rolling basis. So, there was an ongoing dia-
logue as to what would be produced.

A similar issue has come up, I know, in the FERC investigation
where there are such enormous quantities of data. A question that
says, please provide all transaction information, literally would call
for lots of data. So, that is my recollection.

Senator FEINSTEIN. On the subject of death wish, there is a page
that lists one name——

The CHAIRMAN. This is ‘‘death star.’’ Right?
Mr. FERGUS. That is correct, Mr. Chairman.
Senator FEINSTEIN. ‘‘Death star.’’ There is a page on ‘‘death star,’’

and then it lists something I cannot make out, and then it says,
‘‘Coral, Power Exchange also do.’’

Mr. FERGUS. I am sorry. I did not hear you, Senator.
Senator FEINSTEIN. It says, ‘‘Coral, Power Exchange also do.’’ The

implication is someone suggested that they also carry out the
‘‘death star’’ practice.

Mr. FERGUS. Without seeing the document——
Senator FEINSTEIN. You do not know, and you did not suggest

that they also participated in this.
Mr. FERGUS. I am sorry. The words that you read I just do not

recognize, and I am not sure I understand. I would have to see it.
Senator FEINSTEIN. Well, this is somebody’s notes. What I am

drawing from them is that someone at the meeting indicated that
these companies also practiced the scheme known as ‘‘death star.’’
Was that discussed?

Mr. FERGUS. I have no recollection of any discussion at that
point.

Senator FEINSTEIN. Fine.
Mr. Hall.
Mr. HALL. By ‘‘Corral,’’ do you mean ‘‘Coral’’?
Senator FEINSTEIN. Excuse me. Coral. That is correct.
Mr. HALL. This was an issue that came up earlier this morning

in reference to a question from Senator McCain. There had been
a statement in the memo that possibly other traders were using
these strategies at other companies, and it all arose from a com-
ment of, I think, just one trader who said, you know, there used
to be a gal or a guy who worked here who went to go work for
Coral. Maybe they are doing this too. And I think that that was
about the extent of it. It was speculation.

Senator FEINSTEIN. And Power Exchange? How did that come
into it?

Mr. HALL. California Power Exchange?
Senator FEINSTEIN. It just says Power Exchange. I do not know.
Mr. HALL. I do not know, Senator.
Senator FEINSTEIN. Mr. Yoder.
Mr. YODER. Well, I would like to help and disclose as much as

I can, but I have not seen those notes and I do not know about that
comment. We have heard testimony and you yourself brought some
evidence today that other companies out there may or may not
have been using these strategies. I think I would not have been
surprised had I heard somebody in that meeting say somebody else
is doing it too. But I am not an expert on facts of what happened
exactly with that particular company.
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Mr. FERGUS. Senator, I do have a recollection similar to what Mr.
Hall said, that there was a description of an employee who had left
and the speculation that maybe they were using it where went. But
that is all I remember.

Senator FEINSTEIN. On one of the pages, the notes say, ‘‘Tim’s
list strategies.’’ Who was Tim?

Mr. FERGUS. I do not know for sure, but there is a Tim Belden
who is the head trader, and that would be consistent, but I cannot
say——

Senator FEINSTEIN. At Enron.
Mr. FERGUS. Yes, in Portland.
Senator FEINSTEIN. Is that your understanding, Mr. Hall?
Mr. HALL. Yes, it is. Tim explained some but not all of the strate-

gies.
Senator FEINSTEIN. Mr. Yoder.
Mr. YODER. Yes. I think the logical person with the name Tim

would have been Tim Belden there.
Senator FEINSTEIN. I think I may have covered it.
Let me ask your comment. There is some anecdotal evidence that

manipulative trading strategies still persist, and let me just give
you an example because I suspect one day we will get at it. But
the example is a Washington Post article over the weekend that
noted that there are plenty of signs that traders still engage in ma-
nipulation, and that article pointed out a $20 million fund that
Texas created to compensate providers for clearing congestion was
to have lasted 18 months and it was depleted in 2 weeks. Do any
of you know anything about that?

Mr. YODER. I do not, Senator.
Mr. HALL. I do not, Senator.
Mr. FERGUS. Senator, the only thing that I can recall, at one

point in time I received a phone call from Enron’s trading desk in
Texas, and I believe that ERCOT is the acronym for it. There was
a question about it was starting. And I do not even remember what
the legal question was, but before responding, because I was being
called, in essence, by the business types, I checked with Mr. Rich-
ard Sanders, and his comment was it did not make a lot of sense
to have a California lawyer investigating or giving advice on a
Texas issue. But that is all I remember.

Senator FEINSTEIN. Thank you.
I am going to ask you now for you opinion, particularly you, Mr.

Yoder and Mr. Hall. Now that you have left Enron and you are
working for a firm that you indicate to me does not indulge in any
of these practices, either in the present or the past, do you think
these practices should be legal?

Mr. YODER. My view, Senator, is any practice that involves false
information should be illegal and have civil and possibly criminal
sanctions. If there is false information that is being submitted to
a public agency, that is wrong.

Senator FEINSTEIN. How about a practice like saying you are
clearing congestion, you make up the congestion, you are going to
clear it, you do nothing, and you make money from it?

Mr. YODER. Well, the difficulty I have with that is I am not a
trader that understands how to—I do not really know what hap-
pens when those strategies really occur. So, it is difficult for me to
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understand the physics and the operational side of it. I am an at-
torney and I know that false information is bad. It is wrong.

Senator FEINSTEIN. But I am just asking you. You deal in this
area. You still do. Right? I am just asking you what you think
about it. As an individual, we all have opinions, and I am asking
for your opinion on how you feel about trading something that real-
ly is not there in the first place.

Mr. YODER. Well, I have asked traders and people that do those
kind of things, and there are arguments that are given for whether
or not power is really moving or not. So, you can immediately get
into the complexities of what is really going on there on a system.
I do not want to give an opinion on something that I am not quali-
fied to understand.

Senator FEINSTEIN. Mr. Hall.
Mr. HALL. Senator, any practice that involves deception is clearly

wrong.
Senator FEINSTEIN. Thank you for being direct.
Mr. Fergus.
Mr. FERGUS. I think the same answer, Your Honor.
Senator FEINSTEIN. Mr. Frizzell.
Mr. FRIZZELL. I would agree with that as well.
Senator FEINSTEIN. Thank you very much. Thanks, Mr. Chair-

man.
The CHAIRMAN. Thank you very much. I thank all four of you.

I know the hearing has taken a long time. We have one more
panel, so I will dismiss this panel and ask the final panel to come
forward.

Ms. Cynthia First, who is commissioner with Snohomish Public
Utility District in Everett, Washington; Gary Ackerman, who is ex-
ecutive director of the Western Power Trading Forum in San
Mateo, California; Lynne Church, who is the president of the Elec-
tric Power Supply Association; and Henry Martinez, assistant gen-
eral manager of Power Services with the L.A. Department of Water
and Power.

Thank you all very much for staying and giving us the benefit
of your views. Ms. First, let me just advise you that Senator Cant-
well is presiding over the Senate, and she asked if she could be
able to come back so that she could hear your testimony. So, we
are going to try to put you last in this group and hear from the
others first. Then we hope that by the time they are through, she
will have arrived, and we will do it that way.

Mr. Martinez, please start and we will go across this way.

STATEMENT OF HENRY MARTINEZ, ASSISTANT GENERAL MAN-
AGER, POWER SERVICES, L.A. DEPARTMENT OF WATER AND
POWER, LOS ANGELES, CA

Mr. MARTINEZ. Well, thank you very much, Senator. My name is
Henrique Martinez. I am the assistant general manager for Power
Services for the Los Angeles Department of Water and Power. I ap-
pear here in response to a request of this committee sent to the de-
partment on May 10, 2002. Obviously, since we only received the
invitation last Friday, we were unable to prepare written com-
ments for distribution, as requested in the committee’s letter.
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LADWP is a vertically integrated, municipally owned electric
utility. LADWP owns and operates generation, transmission, and
distribution facilities, and the primary purpose is to provide afford-
able electric power to the community we serve. LADWP provides
electric service to more than 3.8 million customers behind 1.4 mil-
lion meters, and the customer base represents approximately 10
percent of the total electric market in California.

Participation in the wholesale market is not the primary busi-
ness of the Department of Water and Power. LADWP’s system has
been built to serve its retail customers, and at its peak, only 10
percent of our energy was sold to the wholesale market, represent-
ing only 1 or 2 percent of the total load in California.

LADWP supported the State of California during the State’s en-
ergy crisis and help mitigate the crisis. The department’s sales of
surplus energy in excess of the requirements for Los Angeles were
intended to and did assist the State in its efforts to prevent and
delay rolling blackouts caused by energy shortages in California.
During this period of crisis and rapid changing market cir-
cumstances, most notably the loss of credit worthiness of the Cali-
fornia ISO and the California Power Exchange, LADWP sought to
balance its responsibilities to the city and its customers with its
ability to provide excess power to the California ISO and the Cali-
fornia PX. LADWP took extraordinary measures to help out during
the energy crisis in California.

In sum, we have been part of the solution and not part of the
problem.

Thank you for the opportunity to make these remarks, and I will
answer any questions you may have.

The CHAIRMAN. Thank you very much.
Ms. Church, thank you for being here.

STATEMENT OF LYNNE H. CHURCH, PRESIDENT,
ELECTRIC POWER SUPPLY ASSOCIATION

Ms. CHURCH. Thank you, Senator and Senator Feinstein. I am
Lynne Church, president of the Electric Power Supply Association,
which is the trade association representing competitive generators
and marketers. Thank you for this opportunity to comment on re-
cent developments in the Western markets.

The three internal Enron memos raise very serious questions
about the operation of the California market in 2000-01 that need
to be fully investigated by the FERC. The competitive power indus-
try supports, without hesitation, FERC’s aggressive inquiry into
this matter and its review of practices. The facts should be deter-
mined and the results laid out before the American people. The
commission should be allowed, however to conduct its inquiry in a
complete, fair, and dispassionate probe without a rush to judgment
that could prove premature.

We have always supported fully competitive and transparent en-
ergy markets. Practices designed to manipulate customer prices
create unfair advantages for specific market participants or threat-
en the reliability of the electric grid absolutely cannot be condoned.
If anyone ultimately is found to have engaged in such practices, we
certainly support FERC’s issuance of appropriate individual and
structural remedies.
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However, the alleged manipulative Enron practices should not be
considered an indictment of the competitive electric market as a
whole. An analogy is the New York Stock Exchange. Over the
years, some members of the exchange have broken the rules. They
have been caught and punished. But the exchange was not shut
down nor the trades unraveled because a few members were guilty
of misconduct.

It is also crucially important not to let the flurry of attention
over Enron’s alleged market manipulation obscure the real drivers
of the electricity shortages and high prices in California and
throughout the West. Enron was neither responsible for the
drought in the Northwest nor the accompanying widespread heat
wave.

Worsening the situation in California was the absence of truly
competitive markets. The rules prohibited the utilities from exer-
cising basic risk management and they could not sign long-term
contracts at a time when prices were low. Instead, they were forced
to buy all of their power supplies in the spot market until some-
time in 2001, which exacerbated price volatility.

Other rules made it difficult for suppliers to build new plants in
the State at a time when California’s high tech boom was causing
demand to go up.

Also unchanged is the fact that all of these conditions, as well
as a 10-fold increase in natural gas prices, the need to buy unan-
ticipated NOX emission credits, and the failure to be paid in many
cases—and to this day to be paid—resulted in the wholesale power
prices experienced by customers in the region.

We should not ignore that consumers generally have greatly ben-
efitted from competition. The historical data are clear. The nation-
wide average price of electricity for all customers has gone down
as much as 35 percent since the introduction of wholesale competi-
tion into the electric market in the mid-1980’s. In fact, retail prices
for Pacific Gas and Electric and San Diego Gas and Electric went
down 41 and 49 percent, respectively, between 1985 and the end
of 2000. On the other side of the ledger, the so-called good old days
of traditional cost-plus regulation produced waste and stranded
costs estimated to be almost $29 billion, which California rate-
payers have been paying.

The practices outlined in the Enron memo show the critical im-
portance of good market structure. Most of these practices would
not have happened had there been a seamless, integrated regional
market with good rules. And FERC’s existing initiatives to create
independent and multistate regional transmission organizations, a
standard market design, and good congestion management are all
critical to well-functioning markets.

The West needs to become a seamless, integrated electricity mar-
ket, and the California ISO needs to become truly independent.
The key is to get the market rules right and then to put in place
structures that provide certainty, transparency, consistency and
that prevent abusive behavior and assess significant penalties for
wrongdoing.

In conclusion, we strongly support, without reservation, FERC’s
aggressive investigation, and FERC’s initiatives to develop seam-
less, integrated regional markets with standardized rules should be
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encouraged. As Senator Bingaman said in his opening statement,
we do need a strong regulator.

Also, the energy conference committee should recognize that a
number of provisions in the Senate’s energy bill enhance FERC’s
authority to ensure a well-functioning market, as Senator Murkow-
ski also stated, including greater access to market participant data,
added FERC jurisdiction over the transmission facilities of the pub-
lic and Federal utilities, and enhance FERC’s civil and criminal
penalty authority.

Competitive power suppliers recognize that our customers and
other stakeholders need to have confidence in our industry, and we
stand ready and willing to do what is necessary to ensure that
trust.

[The prepared statement of Ms. Church follows:

PREPARED STATEMENT OF LYNNE H. CHURCH, PRESIDENT,
ELECTRIC POWER SUPPLY ASSOCIATION

Chairman Bingaman, Senator Murkowski and members of the Committee, I am
Lynne H. Church, President of the Electric Power Supply Association (EPSA) and
am here today representing EPSA’s member companies. EPSA is the national trade
association representing competitive power suppliers, including independent power
producers, merchant generators and power marketers. These suppliers, which ac-
count for more than a third of the nation’s installed generating capacity, provide re-
liable and competitively priced electricity from environmentally responsible facilities
serving global power markets. EPSA seeks to bring the benefits of competition to
all power customers. On behalf of the competitive power industry, I thank you for
this opportunity to comment on recent developments concerning the Western elec-
tricity market.

The three internal Enron Corp. memos raise serious questions about the operation
of California’s electricity market in 2000-2001 that need to be fully investigated by
the Federal Energy Regulatory Commission. The competitive power industry sup-
ports, without hesitation, FERC’s aggressive inquiry into this matter and its review
of practices in other markets.

The facts should be determined and the results laid out before the American peo-
ple. The commission should be allowed, however, to conduct a complete, fair and dis-
passionate probe without a rush to judgment that could prove premature.

The competitive power supply industry has always supported fully competitive
and transparent energy markets. Practices designed to manipulate customer prices,
create unfair advantages for specific market participants or threaten the reliability
of the electricity grid absolutely cannot be condoned.

If anyone ultimately is found to have engaged in such practices, we will support
FERC’s issuance of appropriate individual and structural remedies. We also support
a review of FERC’s penalty authority during the upcoming legislative conference to
determine whether such authority should be enhanced.

What’s important is that the activity alleged in the Enron memos, even if it took
place, in no way is an indictment of the competitive electricity market as a whole.
And the remedy, if found to be necessary, should fit any practices found to be inap-
propriate.

An appropriate analogy is the New York Stock Exchange. Over NYSE’s history,
some individuals have broken the rules. Those individuals were caught and then
punished. Sometimes they were fined, sometimes they were banned from the Ex-
change and sometimes they went to jail. The NYSE wasn’t shut down or trades un-
raveled because a few members were found guilty of misconduct.

It’s also crucially important not to let the flurry of attention over Enron’s alleged
market manipulation obscure the real drivers of the electricity shortages in Califor-
nia.

Let me be explicitly clear: whatever else Enron might have done to profit improp-
erly from the power supply shortages in California, Enron was neither responsible
for the drought in the Northwest nor the accompanying widespread heat wave.

Worsening the situation in California was the absence of true competitive mar-
kets. The rules prohibiting energy utilities from exercising basic risk management
meant that they couldn’t sign long-term contracts at a time when prices were low.
Instead, they were forced to buy all their power supplies in the spot market, exacer-
bating price volatility.
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Other rules made it difficult for suppliers to build new plants in the state, at a
time when California’s growing high-tech boom caused energy needs to increase at
an unanticipated rapid rate.

Also unchanged is the fact that all of these conditions, as well as a ten-fold in-
crease in natural gas prices and the need to buy unanticipated emissions credits,
resulted in the wholesale power prices experienced by customers in the region.

Regardless of alleged market manipulations by Enron, we should not rewrite his-
tory in a way that ignores or forgets the root causes of California’s troubles—the
supply shortages and the structure of the market that existed at the time.

Also, we should not ignore that consumers generally have greatly benefited from
competition. The historical data are clear: The average price of electricity has gone
down as much as 35% since the introduction of wholesale competition in the 1980s.

Electricity in the so-called ‘‘good old days’’ of cost-plus regulation was much more
expensive than in today’s competitive marketplace. Between 1970 and 1985, infla-
tion-adjusted electricity prices nationwide increased 25 percent for residential cus-
tomers and increased 86 percent for industrial/commercial customers.

These price increases and inefficiencies drove the start of electricity competition
in the mid-1980s. In California alone, ratepayers were obligated, because of the
bloated regulatory structure, to pay stranded costs estimated to be over $28.8 billion
(in 1996 dollars).

With wholesale and some retail competition, inflation-adjusted electricity prices
decreased from 1985 to 2000 on average by 35 percent for all customers, 31 percent
for residential customers and by 36 percent for industrial/commercial customers.
(The chart in the Appendix of this testimony shows the decline in real residential
prices since the introduction of wholesale competition.)

The problems faced in California show the critical importance of good market
structure. From the beginning, our industry has been at the table identifying poten-
tial market problems and recommending improvements.

The Enron memos demonstrate the value of FERC’s existing initiatives to create
independent and multi-state regional transmission organizations, a standard market
design with appropriate market monitoring, and good congestion management rules.
We strongly endorse FERC’s ongoing reforms and urge the continued evolution of
efficient, integrated transmission grids.

Standard market design will ensure more consistent and transparent market
rules, promoting greater regional trading on a level playing field. In addition, the
commission has undertaken a major effort to enhance market oversight. Those ef-
forts are critical to ensure that all market participants have confidence that mar-
kets are being operated fairly and according to known and established rules.

New regional transmission organizations (RTOs) need to be flexible enough, if
necessary, to seek changes of rules that aren’t promoting robust competition. In-
deed, both the Texas ISO and the Mid Atlantic-based PJM have aggressively pro-
posed rules to prohibit alleged gaming in their markets. They have made structural
changes that prevent such practices in the future and have recommended penalties
against the companies that engaged in them.

The key is to get the market rules right—that is to put in place structures that
provide certainty and consistency, that prevent abusive behavior and assess signifi-
cant penalties for wrongdoing.

Energy traders and marketers in truly competitive markets provide real value by
managing customer risk and reducing long-term volatility. Trading allows customers
to reduce risk by developing a portfolio of long, medium and short-term power con-
tracts. The high volatility found in the daily spot markets can also be dampened
by allowing utilities and other retail providers to hedge their market risks through
financial transactions, thereby keeping the price of power more consistent for end
users.

Where should the industry go from here? FERC should be allowed to follow
through on its broad investigation. FERC should also be encouraged to continue its
development and implementation of a standard market design for use in RTOs.

Next, the West needs to become a seamless integrated electricity market. For that
to happen, the California-ISO must become truly independent, with an independent
board. New market rules, such as improved congestion management policies, must
be developed. FERC has long since ordered this to take place and the CAISO contin-
ues to drag its feet.

If there’s a true regional market in the U.S., the West is it and has been for a
long time. The region’s climate balances electricity usage through the year. During
the cold winter months, the Northwest imports power to cover its highest levels of
demand. In summer, the Northwest and Southwest export power to California. A
seamless regional market helps all sides because fewer power plants can serve more
people all year round, and power can move easily to where it is needed.
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That greatly reduces costs. Neither Arizona nor Washington ratepayers want to
pay for more local plants to cover their peak demand seasons only to have them sit
idle half of the year if they can’t sell their power through regional markets to other
customers during their lower demand season.

In conclusion:
1. We strongly support, without reservation, FERC’s aggressive investigation into

alleged market abuses. The probe needs to proceed on a full and fair basis, and the
findings placed squarely before the American people. The truth about what did or
did not take place in California and elsewhere should be completely and accurately
disclosed.

2. The competitive power supply industry has always supported fully competitive
and transparent energy markets. Practices designed to manipulate customer prices,
create unfair advantages for specific market participants or threaten the reliability
of the electricity grid absolutely cannot be condoned.

3. The Energy Conference Committee should recognize the following improve-
ments, among others, that have been included in the Senate’s energy bill. They
would:

a) Give FERC greater access to market participant data thereby improving
market transparency;

b) Broaden FERC’s jurisdiction to include the transmission facilities of the
public and federal utilities, eliminating holes in the regulation of our national
transmission system; and

c) Extend FERC’s civil and criminal penalty authority.
Competitive power suppliers recognize that our customers need to have confidence

in our industry. We stand ready and willing to do whatever is necessary to ensure
their trust.
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APPENDIX B

ATTACHMENT TO LYNNE H. CHURCH’S TESTIMONY BEFORE THE SENATE ENERGY AND
NATURAL RESOURCES COMMITTEE RESPONSE TO THE SENATE ENERGY AND NATURAL
RESOURCES COMMITTEE REQUEST DATED MAY 10, 2002

Are current disclosure rules sufficient to discover the kind of behavior referred to
in the documents and, if not, should disclosure rules be strengthened either by rules
or statute?

Under the Federal Power Act, FERC has the full investigative powers needed to
get to the bottom of any allegations of market manipulation. 16 U.S.C. 825f provides
the Commission with the authority to subpoena witnesses, compel attendance, take
evidence, and require the production of books, papers, correspondence, memoranda,
contracts, agreements or other records which the Commission finds relevant or ma-
terial to its inquiry.

Are there behavior patterns that, in and of themselves, should be considered pre-
sumptively manipulative? If so, what kinds of behavior?

Certainly collusive behavior to fix prices is illegal under antitrust statutes. In ad-
dition, the abuse of market power, defined as the ability to profitably raise prices
above competitive levels on a sustained basis, is unacceptable and should not be per-
mitted. Further, actions which violate ISO rules and tariffs should not be tolerated.
However, in the absence of a Standard Market Design, those practices vary from
ISO to ISO.

Are FERC’s market rules sufficient to ensure that markets are not manipulated?
What actions are being taken to change the rules, if they are not now sufficient?

Is further statutory authority necessary?
As noted above, FERC has adequate authority to investigate allegations of market

manipulation. In addition, under 18 U.S.C. 825o, FERC has authority to assess civil
penalties against those who violate the Federal Power Act.

As to market rules, FERC’s Standard Market Design efforts are a work in
progress and not yet complete. The final rules, however, will certainly include exten-
sive market monitoring and mitigation procedures.The competitive power supply in-
dustry has been actively engaged in FERC’s SMD development process and just re-
leased some principles for market mitigation as part of the SMD. We look forward
to working with the Commission and the industry to complete the SMD process as
quickly as possible.

Passage of the Senate Energy Bill’s electricity title, which includes important pro-
visions to extend consistent regulatory oversight over the entire interstate trans-
mission grid, will be very helpful to prevent manipulation. The presence of regional
regulatory ‘‘seams’’ creates confusion and the opportunity for misunderstanding or
mischief by market participants. The additional clarification that FERC has the au-
thority to compel participation by transmission owners in an approved RTO would
be helpful, but not essential.

What is the division of responsibility for oversight between the CALISO and the
Commission? Are those roles properly structured?

There has been a serious problem with the lack of independence of the California
ISO Board for some time. The state of California is now a major player in the en-
ergy markets through the Department of Water Resources, and the ISO Board mem-
bers are appointed by and accountable to the Governor. Other market participants
are obviously skeptical of the ISO’s ability to serve as the unbiased monitor of mar-
ket behavior. This is an untenable situation and the ISO Board must be disbanded
and replaced with an independent entity.Once an independent ISO Board is in
place, the role of the ISO Market Monitoring Unit will be to review and assess the
behavior of all players in the energy market—generators, marketers, load, and the
ISO itself—to ensure that the rules are in place to encourage robust competition and
that all market participants are following those rules. If the ISO MMU identifies
anomalous rules or market behaviors, those problems should be brought to the at-
tention of the ISO and to FERC to determine the appropriate remedies.

The CHAIRMAN. Thank you very much.
Mr. Ackerman, why don’t we go to you next.
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STATEMENT OF GARY ACKERMAN, EXECUTIVE DIRECTOR,
WESTERN POWER TRADING FORUM, SAN MATEO, CA

Mr. ACKERMAN. Thank you, Mr. Chairman and members of the
committee. My name is Gary B. Ackerman, and I am executive di-
rector of the Western Power Trading Forum, a nonprofit trade as-
sociation of 38 buyers and sellers of wholesale power across the
Western region.

Today, I wish to express, on behalf of my membership, our regret
and sincere concern for the situation that brings us together. Many
of my members were disappointed and disheartened by the tone of
the Enron memos. The nicknames used in the memos to describe
different trading strategies are not standard industry terms. I have
been in the power industry for 26 years, and 5 of those years I
have been working with power traders certainly in the West. And
the first time I ever heard or read those names to describe trading
strategies was a week ago Monday when the memos were first
made public.

Because my organization is a trade association and not a trading
entity, I cannot comment directly on any one company’s trading
practices or strategies. Antitrust laws explicitly prohibit conversa-
tions among and between the membership regarding terms of serv-
ice and trading practices. We work together, however, to analyze
a wide range of regulatory matters and present a common voice for
the thousands of businessmen and women who play a role in pro-
viding competitive products for electricity consumers, much like in-
surance companies do for their policyholders. In other words, we
can absorb the variation in day-to-day prices so that consumers
may have the certainty of fixed prices.

With your permission, Mr. Chairman, I would like to put a chart
up, if I may.

The CHAIRMAN. Yes, go right ahead.
Mr. ACKERMAN. I hope you can see that. What this does is show,

for the 4 years since competition began in California, three things:
what the weekly wholesale prices were, spot prices, that is; what
the historical average generation procurement cost was for the
three electric utilities in the State of California; and the red line
there that you see very low at the beginning and then over time
it goes above the blue line and then meets it is the cumulative av-
erage of the competitive wholesale prices.

Since competition began in California in 1998, the average com-
petitive wholesale power price to date is the same as the investor-
owned utilities’ historical average costs for generating and procur-
ing electricity. That is even after the immense price increases that
we witnessed in 2000 and 2001.

You might ask, so what does competition provide that tired and
true cost-of-service regulation cannot if the two indices are the
same after 4 years? As my chart shows you, the average competi-
tive price is falling as market prices continue to hover in a range
less than half of what the pre-1998 costs were. That is what that
blue line or the blue shaded area represents, less than half of what
the blue line running all the way across is. And it is easily one-
third of the regional price cap imposed by FERC last year. Our
index will soon be lower than the historical investor-owned utility
cost benchmark.
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Second, markets move much faster than regulatory agencies. The
power markets were quick to respond when there was scarce sup-
ply and economic growth increased electricity demand. However,
people should also recognize that prices under the competitive sys-
tem were quick to fall, as they did a year ago, and have remained
at the lower levels for almost a year.

With respect to the business practices of the many companies
that trade power, my other purpose today is to express the fact
that there is a wide range of attitudes and behavior among the di-
verse membership I represent. Trading organizations not only fol-
low the rules of the California ISO, but also abide by the spirit of
what the ISO is trying to achieve. WPTF seeks trading rules that
are fair, reasonable, and give consumers confidence that they are
getting something from the new way power is provided to their
homes and businesses. Commodity exchanges in operation today all
have rules to guide trading behavior, and we are no different in
that respect.

We believe that the Federal Energy Regulatory Commission is
doing everything it can to quickly uncover the deficiencies in the
California ISO rules and work with all parties to correct any ap-
parent shortcomings. However, long before the Enron memos were
written, it was apparent to people in my industry that there were
flaws in the California market design. There are still flaws in place
that need immediate attention.

Finally, our goal is to work with the California ISO and Federal
agencies to get California back on track. There is much to be done.
Chief among the tasks we must cooperatively undertake is to sim-
plify the trading rules, institute a system of regional—and not
State, but regional—oversight of the bidding behavior of market
participants and, equally important, reestablish the independence
of the California ISO Governing Board. In its current form, the mix
of State versus Federal interests is causing deep friction and im-
peding quick progress in getting California’s power markets on a
better basis for consumers to enjoy the benefits of competition.

Thank you for inviting me to join this panel, and I look forward
to answering your questions.

[The prepared statement of Mr. Ackerman follows:]

PREPARED STATEMENT OF GARY ACKERMAN, EXECUTIVE DIRECTOR, WESTERN POWER
TRADING FORUM, SAN MATEO, CA

Mr. Chairman, and members of the Committee, my name is Gary B. Ackerman,
and I am executive director of the Western Power Trading Forum (‘‘WPTF’’). WPTF
is a California non-profit, mutual benefit corporation. The membership of WPTF in-
cludes energy service providers, scheduling coordinators, generators, federal power
agencies, municipal utilities and a power exchange, all of which are active partici-
pants in the restructured California electricity market. WPTF has a vital interest
in the development of a competitive electric market and in the reduction of barriers
that may exist in the structure of new markets. Please note that my testimony rep-
resents the sentiments of our organization as a whole and not the opinion of any
individual member.

Our broadly based membership organization is dedicated to enhancing competi-
tion in Western electricity markets in order to minimize the cost of electricity to con-
sumers throughout the region while maintaining the current high level of system
reliability. WPTF actions are focused on supporting development of competitive elec-
tricity markets by developing uniform, non-discriminatory and practical operating
rules that will promote efficiency, liquidity and transparency for participants in
wholesale electric markets in the western region of the United States. WPTF pro-
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vides a voice through which members can contribute to the development of viable
and cohesive market structures throughout the region.

My purpose here is to express on behalf of my membership our regret and deep
concern for the situation that brings us together today. Many of my members were
disappointed and disheartened by the tone of the Enron memos. The nicknames
used in the memos to describe different trading strategies are not standard industry
terms. I have been in the power industry for more than 26 years, and have worked
with power traders for more than five years, and the first time I ever heard or read
those names to describe trading strategies was a week ago Monday when the memos
were made public. It is very unfortunate that so many companies are being tainted
by the actions of one.

Because WPTF is a trade association, and not a trading entity, I do not have in-
formation about any individual company’s trading practices or strategies. Antitrust
laws explicitly prohibit conversations about prices, the terms and conditions of serv-
ice and individual trading strategies or practices and such conversations are banned
when the WPTF membership meets or discusses issues. We work together, however,
to analyze a wide range of technical and regulatory issues and present a common
voice in regulatory proceedings in support of competitive markets.

I would like to make three points regarding the competitive process in wholesale
power markets. First, since competition began in California in 1998, the average
competitive wholesale power price is comparable to the California utilities’ historical
average cost for providing electric generation service. That comparability has oc-
curred even with the scarcity and regulatory-induced price increases of 2000 and
2001. One might ask, so what does competition provide that tried and true cost-of-
service regulation cannot, if the two indices are the same after four years? The an-
swer is that each month the competitive price is falling as market prices continue
to hover in a range that is less than half of the historical generation component of
cost-based utility rates were, and approximately two-thirds below the regional price
cap imposed by FERC last year. The wholesale power price index will soon be lower
than the historical utility cost benchmark.

Second, competitive commodity markets move much faster than regulatory agen-
cies in response to changing market conditions. The power markets were quick to
respond when there was a supply shortage in the West and economic growth in-
creased electricity demand. With such conditions in place, it was no surprise that
power prices rose dramatically. People should also recognize, however, that prices
under the competitive system were quick to fall, as they did a year ago, before
FERC-mandated price caps were imposed in the region, and have remained at the
lower levels for almost a year.

Third, it is important to understand that there is a clear distinction between the
price arbitrage that is common to all commodity markets, which contributes to mar-
ket efficiency and stability, and the type of behavior that artificially affects market
stability and promotes market dysfunction. It is critical to develop rules that deal
with the latter behavior and not the former. With respect to the business practices
of the many companies that trade power, we generally agree on certain basic prin-
ciples.

Trading organizations should not only follow the rules of the California ISO, but
also abide by the spirit of what CAISO is trying to achieve. WPTF seeks and prefers
market rules that are fair, reasonable, and give consumers confidence that they are
receiving benefits from the change in the way power is provided to their homes and
businesses. Finally, we note that all commodity exchanges in operation today have
rules that guide trading behavior and that the California power market is no dif-
ferent in that respect.

However, it has been recognized for at least two years that there were flaws in
the California market design. There have been efforts underway to correct these
flaws, which were commenced well before the Enron memos were disclosed. The
process is moving along to address and resolve these concerns. WPTF believes the
FERC is doing everything it can to quickly uncover the deficiencies in the California
market rules, and work with all parties to correct any apparent shortcomings. How-
ever, we note that it is important to focus on developing effective rules and not sim-
ply castigate those who abuse them.

Ultimately, our principal goal is to work with the California ISO and federal agen-
cies to get California back on track. There is much to be done. Chief among these
tasks is the need to cooperatively undertake a simplification of the market rules,
especially those that affect trading, institute a system of regional (not state) over-
sight of market participant behavior and, equally important, re-establish the inde-
pendence of the California ISO Governing Board. In its current form, the mix of
state vs. federal interests is causing deep friction and impeding progress in getting
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California’s power markets on a better basis for consumers to enjoy the benefits of
competition.

WPTF appreciates the opportunity to participate and hopefully contribute to the
national dialogue regarding the structure and operation of our country’s vital elec-
tricity markets. Our invitation to speak today included a request that we respond
to certain questions. Our responses are provided below.

Are current disclosure rules sufficient to discover the kind of behavior referred to
in the documents and if not, should disclosure rules be strengthened either by rule
or statute?

We believe that FERC is on top of this issue and note that on April 24 it an-
nounced the replacement of a number of reporting filings with a quarterly electronic
report. The FERC stated that this would equalize reporting requirements for both
traditional utilities and power marketers, making information more easily available
to the public. Moreover, the new reporting is designed to ‘‘provide greater price
transparency, promote competition, enhance confidence in the fairness of the mar-
kets and provide a better means to detect and discourage discriminatory practices
. . .’’

Additionally, although the existing CAISO rules may be sufficient, the agency
tasked with collecting the data and evaluating the same must continuously monitor
the information. The information is too often unexamined until there is an official
investigation in response to an event that is reported in the public media. The
Enron memos in fact describe in detail the authority that the CAISO had, and still
has within its tariff to address ‘‘gaming,’’ and ‘‘anomalous market behavior.’’

WPTF supports the FERC efforts to enhance reporting and advocates that there
should be an independent market monitor for all West-wide transactions. Market
monitoring and enforcement is not solely a California concern. Experience dem-
onstrates that the Western markets are interconnected and that consumers
throughout the West will benefit from a West-wide approach to market monitoring
and enforcement.

Are there behavior patterns that, in and of themselves, should be considered pre-
sumptively manipulative? If so, what kinds of behavior?

‘‘Manipulative’’ is, of course, a term that is difficult to define. While it makes for
dramatic headlines, it is not the firmest of foundations to use for making decisions
about statutes or rules. The evaluation of arbitraging behavior as ‘‘manipulative’’
must be done in the context of the tariff that governs both the grid operator, and
the market participants. The tariff, which is subject to FERC approval, must be pre-
cise in detailing what it considers to be acceptable versus unacceptable behavior.
The activities in the Enron memos ranged from items that are routine and accept-
able business practice to those that were ethically dubious (such as intentionally
scheduling transactions that the company never had any intention of fulfilling). In
fact, the failure to perform has explicit penalties in the CAISO tariff that would be
incurred for such behavior.

As a bottom line, we believe the focus should be on getting the market rules right,
based on benefit or harm to consumers and other market participants, and the
needs of system operation. In any market, parties will try to operate within the
rules by engaging in transactions that maximize their economic benefit. If their be-
havior exposes flaws in the rules, however, then the rules should, and must, be
changed.

Are FERC’s market rules sufficient to ensure that markets are not manipulated?
The FERC is in the process of developing a standard for market design. That

standard will be publicly debated for several more months, and is expected to be
approved by the Commission late this year or early next year. Until such time, ex-
isting competitive power markets operate under unique, highly detailed tariffs, pro-
tocols, and operating procedures. The tariffs are subject to FERC review and ap-
proval, whereas the protocols and operating procedures are filed with the Commis-
sion. We note that CAISO Governing Board has not been terribly cooperative with
this process and in fact earlier this month, at FERC’s express order, CAISO very
reluctantly filed a proposed market-redesign plan described as ‘‘hypothetical.’’ This
type of behavior demonstrates a lack of commitment to the type of state-federal co-
operation that is absolutely necessary to resolve these issues.

What actions are being taken to change the rules, if they are not now sufficient?
Is further statutory authority necessary?

As noted above, redesign of the California market has been underway for two
years now. CAISO was ordered by the Commission to submit a comprehensive mar-
ket redesign, which was filed on May 1, 2002. While the form of the market design
is not yet final, we anticipate that the redesign effort will lead to a market that
benefits consumers by eliminating inappropriate incentives.
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WPTF believes that in order to implement a proper market design, the basic gov-
ernance structure of the CAISO needs to be reworked. The CAISO must become
truly independent of all market participants, as are ISOs in other parts of the coun-
try, rather than an extension of the California state government, as it is now. In
our February 21 filing at FERC this year, we wrote that, ‘‘Independent ISO govern-
ance has long been advocated by WPTF, and we believe it to be a prerequisite to
the resolution of market design problems.’’

We describe in greater detail in response to the next question our concern with
the lack of an appropriate governance structure for the CAISO, which has contrib-
uted mightily to the politicization and co-opting of the independence of that organi-
zation.

What is the division of responsibility for oversight between the CAISO and the
Commission? Are those roles properly structured?

Thomas à Klempis once wrote that, ‘‘Man proposes, but God disposes.’’ Not to im-
pute divine insight to the FERC, nonetheless the proper division of responsibility
here is for CAISO to propose oversight rules and to monitor performance and for
the FERC to finalize such rules and direct how the markets will be overseen. FERC
has a broader, national perspective and it properly seeks a national uniformity that
is essential for an interstate market such as electricity. Indeed, as you know, indi-
vidual state controls of interstate commerce run a serious risk of violating U.S. Con-
stitutional protections.

The FERC has deliberated too long on the lack of independence of the CAISO
Governing Board. WPTF has aggressively and repeatedly sought remedies to the
violation of independence. Our organization filed comments at FERC on July 22 and
September 7 of 1999, November 22, 2000, January 16, February 26, March 22, April
20, 2001, May 22, June 19 and October 29 of 2001, and January 18, February 21
and March 1 of this year, in which we stressed this point. In our most recent filing,
on March 1 of this year, we commented on the retention of Vantage Consulting, Inc.
to perform an Operational Audit of CAISO. It was a well-done report, and the con-
clusions confirmed many of the statements WPTF made to the Commission in pre-
vious filings. WPTF particularly supported the Audit’s findings and recommendation
to establish a new and independent Board of Governors, along with a formal Stake-
holder Committee. In our comments filed less than three months ago, WPTF wrote
that:

The Operational Audit supports the conclusion reached long ago by most
stakeholders, that is, the CAISO is in appearance and reality essentially an
instrument of the State of California and, as such, fails to satisfy the core
principal underlying the formation of both ISO’s and RTOs—independence
from market participants. Accordingly, the WPTF emphatically supports
the auditor’s recommendations to establish a new and independent Board
of Governors, along with a formal Stakeholder Committee. Because other
problems in California and throughout the West cannot be effectively and
efficiently resolved until CAISO’s governance problems are addressed, the
WPTF respectfully urges the Commission to expeditiously develop and im-
plement procedures to replace the existing, California-controlled BOG with
an independent board as soon as possible.

We continue to urge that the FERC move forward on issues of independence and
governance of CAISO. WPTF also urges CAISO and FERC to devote more time and
effort to the creation and enforcement of market rules that ensure a fair and com-
petitive market that results in the lowest prices for all consumers, both in California
and the rest of our country. Moreover, as noted previously, the entire market mon-
itoring function ought to be a West-wide function and not simply a California-only
exercise.

Thank you very much for the opportunity to speak today with regard to these im-
portant issues.

The CHAIRMAN. Well, thank you very much.
I had hoped we would have Senator Cantwell here. She is not

here, so why don’t you go ahead, Ms. First.

STATEMENT OF CYNTHIA FIRST, COMMISSIONER, PUBLIC
UTILITY DISTRICT NO. 1, SNOHOMISH COUNTY, WA

Ms. FIRST. Thank you, Senator. My name is Cynthia First. I am
one of three elected commissioners for the Snohomish County PUD
District No. 1 in Washington State. We are the second largest pub-
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lic utility in the State. We are the 12th largest public utility in the
United States, and we are Bonneville Power Administration’s larg-
est customer.

In 1936, the people voted to create us to give them cost-based
public power. Our main goal is to be reliable. We rely on BPA for
80 percent of our load. 10 percent of our own generation, including
the Henry M. Jackson hydroelectric plant. You may have heard of
him. And 10 percent, we go to the market for the rest of our power.

For the first time in 5 decades of us being in service to our cus-
tomers, our ability to provide low-cost, just and reasonable rates to
our consumers has been compromised. Why has it been com-
promised? Because of the disintegration of the wholesale Western
markets. And lest there be any question whether or not California’s
problems have affected us, they certainly have and I will share the
reasons for that throughout my comments today.

We also attribute out inability to provide just and reasonable
rates to our customers to FERC’s unconscionable delay to fix the
problem. We three commissioners had to raise rates 60 percent
over the last 12 months even though our non-power costs have re-
mained steady over the last 5 years. There is really nothing else
to attribute this to except the market situation.

During the crisis period of May 2000 through June 2001, prices
increased 5, 10, up to 100 times greater than the average in the
region. I have also brought with me—if I could share this with
you—just a brief chart showing you the price increases at the Mid-
C, which is where we receive our power. This big spike in the mid-
dle is what happened in December of the year 2000. We can talk
about 5, 10, 100 times an increase in power, but until you see it
actually in arithmetic form, it is hard to imagine what we are talk-
ing about.

The analogy that I use when I talk to our customer-owners is
that if you went to your gas station for gasoline today and it cost
you $1.25 per gallon, and you went by tomorrow and it was $500
a gallon, that is about exactly what we are talking about.

Unfortunately, whereas we can decide to ride a bike or walk or
carpool to work or to the store or something, we do not have the
luxury with electricity. And we, as a publicly owned utility, do not
have the luxury of deciding not to provide electricity to our cus-
tomers. We have a legal obligation to serve. Unfortunately, we have
a legal obligation to serve at any price.

BPA was hit by this problem that I just shown you. Because we
buy 80 percent of our power from BPA, there was an indirect effect
to us. As Senator Cantwell pointed out, BPA is talking about, in
addition to an original 49 percent increase in their rates to us, an-
other 11 percent in October.

But we were also affected directly with that 10 percent of our
power we receive from the market. We had in December of 2000
no choice but to go to the market for some of our power. On Decem-
ber 22, we sent out 17 requests for proposals for a mere 100
megawatts of power. Out of those 17 requests that we sent out, we
got three responses: one from Enron, one from American Electric
Power, and one from Morgan Stanley. Together they barely offered
us enough to meet the load that we needed to cover. The initial
prices they offered were at 6 to 10 times the normal for the region.
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None of those suppliers were willing to hold their prices long
enough to have the contracts actually negotiated. In 1 day, one
supplier added another 10 percent to its price, and the others in-
creased their rates 12 to 15 percent over a 3-day period.

We had no choice but to sign the deals and enter into long-term
contracts, which is, by the way, what the commissioners at FERC
were requesting that we do, enter into long-term contracts, because
we could not risk getting into the short-term market. Again, I want
to remind you we have a legal commitment to serve and we have
to serve at whatever price it is.

We similarly could not wait for FERC to act. At the time, in fact,
FERC refused to act. Then FERC Chair Hebert issued his famously
Antoinette-like pronouncement that Californians had to get out
their shovels and start digging because generation was the only
way that was going to help them.

As a result of the inaction by FERC, consistent with Senator
Cantwell’s chart, our customers have to pay $300 million more
than what they would have paid if the market had remained the
same as it has been for 19 of the last 20 years. $300 million. That
comes out to $1,100 per household, and that is why we had to
make a 60 percent rate increase.

If I might just give you a few examples of the impact this has
had on our customers, I would like to do that. I have personally
heard from hundreds of people about the devastating effects of the
situation, and I am sure you all have your own horror stories. But
while the voices of consumers are not often heard above the din of
abstract policy debates in Washington, D.C., their cries for relief
and their anger are very real. We have schools who are choosing
between electricity and books. And I have included some of these
letters in my packet to you. We have a mom who wrote to us. She
has to choose between electricity and buying her senior daughter
a prom dress. We have people at the AMPM’s who will not serve
our linemen because they are so angry. We have people who are
threatening to throw their meters through our windows. We have
elderly people who are choosing between medicine, food, and elec-
tricity.

We have violence threatened against us and our staff. Some of
these letters are just enough to scare the tar out of you, and if you
do not live with it every day, if you do not walk through the lobby
and see those customer service reps doing their best to help these
people while they are angry and screaming and crying and throw-
ing things, it is something that you have to see. I will not go
through the letters that we reported.

The net result, according to the Wall Street Journal’s recent arti-
cle, is that disposable income in Washington State is going to be
cut by $1.7 billion over the next 3 years, and we are going to lose
43,000 jobs in our region. In our State, not just even in our region.
In our State.

Three things in conclusion. We need greater market trans-
parency to prevent the abuse of market power, and I will not go
into that in great detail. Many of the speakers today have talked
about the transparency that we need to have.

I want to just point out, though, that the objections that we re-
ceived from marketers that they do not want their contracts being

VerDate 11-SEP-98 09:14 Aug 23, 2002 Jkt 000000 PO 00000 Frm 00080 Fmt 6633 Sfmt 6602 J:\DOCS\81-138 SENERGY3 PsN: SENERGY3



78

1 Bob Keefe, ‘‘Federal Power Regulators Were Told of Price Schemes in 1999,’’ Cox News Serv-
ice, May 11, 2002.

made public contravenes their legal obligation to publicly report
contract information under the Federal Power Act, section 205(c).
Power marketers should not be able to write this provision out of
the FPA and FERC should not let them do it.

Let us see. Second, FERC’s market rules are obviously not suffi-
cient to ensure that markets are not manipulated. But despite
their apparent inability to restrain the market abuse, FERC is
going forward with nationwide what they call standard market de-
sign and regional transmission organizations. They cannot get this
right and they are going forward into two new, huge, complicated
forays into national energy policy. They need to hold their horses,
if you pardon the colloquialism, and get this right before they go
forward with any other things. We have some discussions going on
now about how in the Pacific Northwest especially—BPA presents
us with a unique situation in terms of our transmission, and to in-
clude us in an RTO situation, like they are trying to do with the
rest of the United States, is just not what we need to have happen.

Finally, a very gentle comment. Third, FERC needs to have more
balance in its composition. There is no one on the Commission now
that lives west of Texas, and in the last several decades, we have
had no one west of the Rockies on FERC. So, when you are consid-
ering putting other people on FERC, filling potential vacancies,
please consider putting somebody on from the West who under-
stands hydro, who understands relicensing, who understands BPA,
who understands California. That is very, very important.

We have yet to sort out what has happened to us. It seems to
me that at a minimum, though, we need to learn our lessons before
we go forward.

To follow up on Senator Cantwell’s earlier analogy about we are
being mugged and we do not have the cop on the block to stop what
is happening to us, if FERC cannot do it, Congress needs to do it.
We know who the robbers are in this situation. It is Enron. It is
American Electric Power. It is Morgan Stanley, and we desperately
need FERC to step in and help us stop the crime that is happening
right under their noses.

Thank you very much for letting me go over my time. I appre-
ciate it.

[The prepared statement of Ms. First follows:]

PREPARED STATEMENT OF CYNTHIA FIRST, COMMISSIONER, PUBLIC UTILITY DISTRICT
NO. 1, SNOHOMISH COUNTY, WA

Good afternoon and thank you for the opportunity to appear before you today. I
am Cynthia First, Commissioner of Public Utility District No. 1 of Snohomish Coun-
ty, Washington (the ‘‘District’’). As on of the three elected representatives of the
electric ratepayers of Snohomish County, I would like to, first, describe to you the
devastating effect the dysfunctions the Western wholesale power markets have had
on the consumers of Snohomish County and, second, explain our deep and continu-
ing concern that the Federal Energy Regulatory Commission’s (‘‘FERC’’) rules on
disclosure and market design are not adequate to ensure there is no repeat of the
disaster of 2000-01. Our skepticism is only deepened by recent revelations dem-
onstrating that FERC knew as early as 1999 of the kinds of abuses detailed in the
recently-revealed Enron memos yet turned a blind eye for two years while consumer
losses in the West mounted into the tens of billions of dollars and tens of thousands
were thrown out of work.1 FERC continues to engage in the kind of large-scale ex-
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1a Attachments A, B, and C have been retained in committee files.
2 Hal Bernton, ‘‘NW Utilities Get Socked the Hardest,’’ Seattle Times, (Apr. 13, 2001).

perimentation, like California’s failed experiment in deregulation, that may go rap-
idly and drastically wrong, with economically and socially devastating consequences.
Its inability or unwillingness to police and remedy fundamental abuses of market
rules despite its apparently detailed knowledge of those abuses has caused the con-
sumers I represent to call into question whether FERC can be trusted to protect
consumers from the kinds of rampant abuse that occurred in California and that
wrought havoc across the West.

ABOUT SNOHOMISH COUNTY PUD

Snohomish County PUD was formed by a vote of the people of Snohomish County
in 1936 based upon the promise of a cost-based, publicly-owned electric power sys-
tem. The District is the second-largest publicly-owned utility in Washington State
and the nation’s 12th largest publicly-owned utility. We serve approximately
270,000 homes, businesses, and schools over a system encompassing 5,323 miles of
electric lines and a service area of 2,200 square miles in Snohomish County and on
neighboring Camano Island, which is just north of Seattle.

In the more than five decades since the District has operated as an electric utility,
the District has consistently delivered on the promise of cost-based, publicly-owned
power, providing its citizens-owners with highly reliable service at rates among the
lowest in the country. Our ability to continue to provide reliable and inexpensive
service, however, has been compromised by the disintegration of the Western whole-
sale power markets and by FERC’s unconscionable delay in acting to correct a fun-
damentally dysfunctional market. Because of the Western wholesale power market
dysfunction, Snohomish has been forced to raise its retail rates nearly 60% despite
holding its non-power costs steady. I have attached as Exhibit A 1a a chart showing
the drastic price increases Enron-style abuses caused in the Western wholesale
power markets.

THE WESTERN POWER CRISIS AND SNOHOMISH PUD

As a consumer-owned utility, the District is exempt from FERC jurisdiction.
Nonetheless, the District is dependent upon effective FERC regulation of interstate
transmission and the wholesale power markets because it depends upon generation
resources remote from the county for approximately 90% of its supply. Specifically,
we must purchase power directly on the wholesale market to cover the difference
between our loads, the power we receive from the Bonneville Power Administration
(‘‘BPA’’), and our own generation located at the Henry M. Jackson Hydroelectric
Project in Snohomish County. Currently, about 80% of our power supply comes from
BPA, but we are indirectly dependent on the wholesale markets because BPA must
purchase power on the markets to cover the difference between what it can generate
from its own resources and its commitments to serve Northwest loads. The District
and its customers have been drastically affected by the persistent crisis in Western
electricity markets, and we are concerned that FERC’s current policy direction may
portend further drastic disruptions in our ability to serve our load economically and
reliably.

It has now become clear that a combination of withholding of generation to drive
up market prices in California, combined with strategic ‘‘gaming’’ of the market
rules in California, drove electric prices into the stratosphere, not only in California
but also in markets across the West that are interconnected with California, includ-
ing the Pacific Northwest. In the Pacific Northwest, during the ‘‘crisis period’’ from
May 2000 to June 2001, prices on both the short-term and long-term markets were
regularly five to ten, and at times 100 times above the long-term historical average
in the region. Specifically, wholesale power prices in the Pacific Northwest histori-
cally have averaged about $24 per MWh and since FERC’s belated intervention in
mid-2001, prices have returned to near the historical average. However, during the
crisis period, prices for short-term power in the Pacific Northwest were regularly
above $100/MWh and at times reached $500/MWh. In the first two weeks of Decem-
ber, spot prices increased to stratospheric levels. For several days the price hovered
around $1000/MWh. Spot prices during that period as recorded by Dow Jones
reached as high as $3300/1VlWh. In fact, during much of late 2000 and early 2001,
spot market prices in the Pacific Northwest were the highest in the country, turning
the historical pattern on its head.2 This would be like finding that the price of gaso-
line at your local service station went overnight from $1.25 per gallon to $5 per gal-
lon, then to $25 per gallon, and then to $50 per gallon. As a load-serving entity,
Snohomish is unlike an ordinary consumer of gasoline because we cannot simply
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choose to walk or ride a bike when prices get too high. We have a legal obligation
to ensure an adequate power supply to serve our customers. Accordingly, we cannot
simply say ‘‘no’’ even when the prices demanded by power marketers like Enron are
outrageous, as they were during the 2000-01 crisis period.

There is no real question that the 2000-01 power market crisis was caused by
strategic withholding of power supplies and abuse of market power rules. The power
marketing lobby has often blamed the huge price increases and market instability
on shortages of power caused by a drought in the Pacific Northwest and lack of gen-
eration supply in California. Recent evidence demonstrates that this explanation
simply does not wash. A paper published by Northwest energy economist Robert
McCullough in April demonstrates that power supplies were in fact better during
the crisis period than during previous droughts in the West. Indeed, the crisis began
in 2000, during an ordinary water year, and ended promptly with FERC’s price cap
and ‘‘must-run’’ orders in June 2001, even thought the Pacific Northwest was in the
midst of the second-worse drought ever recorded.3

A recent study by economists Paul Joskow and Edward Kahn examines each of
the causes for high prices that have been identified—high gas costs, pollution con-
trol costs, etc.—and concludes that the huge run-up in prices during the summer
of 2000 cannot be explained by these ‘‘market fundamentals.’’ On the contrary, the
study concludes, ‘‘The evidence that there was a significant market power effect re-
flected in market prices in California during Summer 2000 is overwhelming. Indeed,
no comprehensive studies exist that come to a different conclusion.’’ 4

Even in the midst of the crisis period, there was solid evidence of market power
abuse and gaming of market rules. In May 2001, a group of ten of the nation’s lead-
ing. economists, including Dr. Alfred Kahn, father of the deregulation movement,
and nine economists with direct involvement in the California market experiment,
wrote a letter to the President, Congress and FERC explaining that:

Numerous . . . studies based on actual market behavior and performance
have identified a number of serious problems of market design, supplier be-
havior, and market performance that were not anticipated or considered in
FERC’s initial market-structure screens. . . . We cannot expect a market
to operate to benefit consumers or for the resulting wholesale prices to sat-
isfy the requirements of the Federal Power Act if effective competition does
not exist. . . . California’s markets are not characterized by effective com-
petition.5

The extent of the market dysfunction was confirmed by the Commission’s own staff
in a recent report to Congress, which noted that after the market dysfunctions in
California occurred, ‘‘energy prices in the long-term, short-term and spot markets
were high throughout the [Western] region.’’ 6

The internal Enron memos not only confirm this evidence, but provide the ‘‘smok-
ing gun’’ to demonstrate how market power and market rules were abused. The
memos also show whose hands held the smoking gun—power marketers like Enron.
The memos explain in some detail the strategies used by Enron, such is ‘‘inc-ing,’’
which the memo defines as ‘‘artificially increas[ing] the load on the schedule submit-
ted to the ISO’’ so that the ISO would pay Enron an artificially inflated price for
the excess of generation over scheduled load on the real-time market.7 Another
strategy ‘‘used by Enron’s traders is to relieve system-wide congestion in the real-
time market, which congestion was created by Enron’s traders in the PX’s Day Ahead
Market. . . . Because the congestion charges have been as high as $750/MW, it can
often be profitable to sell power at a loss simply to collect the congestion payment.’’ 8

Enron developed a number of these strategies to game California’s market rules,
many with colorful nicknames like ‘‘Fat Boy’’ and ‘‘Death Star.’’ 9 The common ele-
ments of each strategy, apart from their deviousness, were to game the California
market rules to artificially inflate prices while delivering little or nothing of value
to the Western electric system. The memo describes the ‘‘Death Star’’ strategy, for
example, as ‘‘earn[ing] money by scheduling transmission in the opposite direction
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of congestion . . . and then collecting the congestion payments. No energy, however,
is actually put onto the grid or taken off . . . The net effect of these transactions is
that Enron gets paid for moving energy to relieve congestion without actually moving
any energy or relieving any congestion.’’ 10 Other strategies involved not just gaming
of market rules, but outright fraud. The memo states that, for the ‘‘Get Shorty’’
strategy (i.e., selling ancillary services into the day-ahead market, then cancelling
the commitment and buying ancillary services in the real-time market) to work, ‘‘it
is necessary to submit false information that purports to identify, the source of the
ancillary services.’’ 11 In fact, these gaming strategies became so sophisticated that
Enron’s traders were able to anticipate how other market participants would game
the market and take advantage of those strategies to further enhance the profits
from their own gaming:

The traders were able to anticipate when the dec price will be favorable
by comparing the ISO’s forecasts with their own. When the traders believe
that the ISO’s forecast underestimates the expected load, they will inc load
into the real time market because they know the market will be short,
causing a favorable movement in real-time ex post prices. Of course, the
much-criticized strategy of California’s investor-owned utilities (‘‘IOUs’’) of
underscheduling load in the day-ahead market has contributed to the real-
time market being short. The traders have learned to build such under-
scheduling into their models, as well.12

The memo leaves little doubt that the effect of these gaming strategies was to ar-
tificially inflate market prices. In describing the ‘‘Load Shift’’ strategy, for example,
the memo states that ‘‘by knowingly increasing the congestion costs, Enron is effec-
tively increasing the costs to all market participants in the real time market.’’ 13 The
memo further makes clear that many other traders were using the same or similar
tactics to game the California market. The memo reports, for example, that the ‘‘inc-
ing’’ strategy ‘‘is the ‘oldest trick in the book’ and, according to several traders, it
is now being used by other market participants.’’ 14 Similarly, with respect to the
strategy of selling non-firm energy as firm, ‘‘[t]he traders claim that ‘everybody does
this.’ ’’ 15 In fact, gaming was so widespread, according to the memo, that ‘‘Enron’s
traders have used these nicknames with traders from other companies to identify
these strategies.’’ 16 One experienced energy trader reported that pressures to create
profits were so intense that ‘‘if you didn’t manipulate the market and manipulation
was accessible to you, that’s when you were yelled at.’’ 17 In fact, in an article in
this past Sunday’s New York Times, the Director of Market Analysis for the Califor-
nia ISO reports that traders continue to exploit loopholes in the California rules:
‘‘They keep testing us any way they can, in big ways and small . . . Unless we are
more diligent, we could have the same kind of crisis all over again.’’ 18 The article
reports that regulators in deregulated markets around the country complain that
‘‘they still lack the tools to properly manage competitive power markets’’ and that
schemes similar to those employed by Enron ‘‘remain in wide use, because energy
markets remain flawed.’’ 19

Nor was the damage inflicted by the schemes concocted by Enron to game the
California market confined to California’s borders. The memo explains how Enron,
for example, shipped power out of California to escape prices caps that were in place
in California.20 Likewise, the ‘‘Death Star’’ strategy exploited transmission con-
straints arising from lines connecting the Southwest and Northwest to California to
collect counter-scheduling payments without ever actually either moving energy or
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relieving transmission constraints.21 As noted above, the gaming and abuse of mar-
ket power rules in California produced startling results both in California and in
the Pacific Northwest. In short, the recently-revealed Enron memo reveals how
Enron and other power marketers were able to abuse the rules of California’s re-
structured market to create the appearance of a shortage and to artificially inflate
market prices.

The severe market dysfunction in California, and the spill-over effect of that dys-
function in the Pacific Northwest, has forced utilities across the region to drastically
increase retail rates. For utilities like Snohomish, which rely heavily on BPA for
their power supply, BPA’s wholesale rates have reached historic highs because BPA
was forced to purchase large amounts of power to supplement its base supply at a
time when the wholesale markets across the West were severely dysfunctional. In-
deed, in late 2001, BPA predicted its rates could increase by as much as 400% be-
cause of the costs of purchasing overpriced supplemental power. Only extreme and
heroic, and in many cases economically damaging, efforts across the region to reduce
the electric load placed on BPA prevented triple-digit rate increases. Even with
these extreme measures, BPA was forced to implement a 46% rate increase on Octo-
ber 1, 2001. In the absence of the Western wholesale power crisis, its rates would
have remained essentially unchanged.

The Westwide market dysfunction also drastically impaired Snohomish’s ability to
obtain power on reasonable terms during the crisis period. In fact, Snohomish had
no real choice of suppliers and had to take power on the terms offered by those sup-
pliers, including Enron, or else risk being unable to serve its load. Snohomish could
not continue to rely on short-term purchases to fill its needs. Any question about
the risk of continued reliance on the short-term market for even a small amount
of power was erased after the severe price spike experienced in December 2000.
During that episode, it became clear that attempting to meet Snohomish’s load dur-
ing a similar cold-weather episode could result in a power cost increase in the range
of $25 million for only a few days’ worth of power, potentially wiping out
Snohomish’s rate stabilization fund, threatening its financial position with respect
to its bond holders, and forcing large and unpredictable rate increases on its cus-
tomers.

Nor did Snohomish have any real choice in terms of the power suppliers. Follow-
ing a strategy urged by FERC, after the huge price spike experienced in Western
spot markets in December 2000, Snohomish quickly moved to fill out its supply port-
folio with long-term contracts. On December 22, 2000, Snohomish issued a Request
For Proposals (‘‘RIP’’) to 17 potential sellers seeking up to 100 MW of power. Only
three parties, Enron, Morgan Stanley Capital Group, and American Electric Power
Corp., were willing to sell power to Snohomish in the shape and time frame needed
during 2001, and, taken together, the amount of power these parties were willing
to sell Snohomish was barely enough to meet our needs. Thus, to obtain enough
power to meet the needs of its customers and maintain reliable service, Snohomish
was forced to contract with all three parties.

The course of negotiation with respect to the price term similarly demonstrates
the seventy of the market dysfunction that occurred at the time and the almost com-
plete lack of bargaining leverage suffered by Snohomish. The prices initially offered
by the suppliers were extremely high, in the range of six to ten times the long-term
average for the region. Arid yet none of the three bidders were willing to hold their
initial price offer even for long enough to contracts to be negotiated. In the space
of a single day, one supplier ratcheted the already-exorbitant price term of its initial
offer more than 10%. Similarly, the available pace offers from other suppliers were
ratcheted up 12-15% over the course of a few days. Snohomish had no choice but
to take these offers because there were no alternative suppliers at any price and
Snohomish could not risk either continued reliance on the wildly dysfunctional spot
market. Nor could it risk being unable to meet its legal commitment to serve its
native load.

Nor could Snohomish wait for FERC to take meaningful action to correct the per-
vasive dysfunction of the Western electric markets. Even a single additional surge
in the short term markets could have devastated Snohomish financially. Yet, at the
time Snohomish entered these contracts, it was clear that FERC intended to take
no meaningful action to reign in the runaway West Coast markets or to correct the
structural flaws in the California market that were at the root of the West Coast
crisis.22 Indeed, that policy was directed from the highest levels of the federal gov-
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ernment: ‘‘Throughout California’s energy crisis last year, President Bush and Vice
President Dick Cheney strongly opposed any government interventions or price con-
trols intended to rein in the surging costs of electricity.’’ 23 That policy was con-
firmed only a few days after the three contracts were signed, when then-FERC
Chairman Hebert issued his famously Antoinette-like pronouncement that Califor-
nians ought to ‘‘get out their shovels and start digging’’ because building new plants
was the only way out of the crisis.

FERC Commissioner William Massey’s recently captured how the dire cir-
cumstances of Western wholesale power crisis of 2000-01 made it difficult or impos-
sible to negotiate power supply contracts on reasonable terms:

The atmosphere in which these contracts were negotiated was unprecedented.
The California spot markets were out of control—this Commission declared
them dysfunctional—and they were driving prices throughout the West. There
was an urgent need to get load off of the spot market and into forward con-
tracts. Yet it must have been extraordinarily difficult for the contracting parties
to negotiate long-term contracts under these circumstances. After all, the most
influential benchmark in negotiating forward contracts—the spot market and
expectation of future spot prices—was wildly dysfunctional. The Commission
has explicitly recognized this critical relationship. In the AEP Power Marketing
order issued just last Fall, we recognized that ‘maintaining an accurately priced
spot market is the single most important element for disciplining longer term
transactions.’ Yet this single most important element was out of control when
the contracts at issue were negotiated. Unfortunately, this agency failed to in-
tervene forcefully and effectively until June 20, 2001, more than a full year
after the market dysfunction began.24

In sum, the Western power crisis of 2000-01 forced huge rate increases on Snoho-
mish and its customer-ratepayers. As we detail in the next section, the results of
these rate increases were devastating economically, socially, and personally to hun-
dreds of thousands of citizens in our county and to millions of citizens across the
West.

CONSUMERS IN SNOHOMISH COUNTY AND ACROSS THE WEST HAVE BEEN DEVASTATED
BY THE WESTERN MARKET CRISIS

I have heard personally from hundreds of citizens in Snohomish County about the
devastating effects of the rate increases we have been forced to impose on them by
the Western wholesale power crisis. I have attached hereto a few of the hundreds
of letters we have received. Some of these letters are from senior citizens, low-in-
come citizens, and others living on fixed incomes who have been pushed to the brink
of poverty by high electric bills. Regrettably, threats of violence against our employ-
ees and facilities have become common. I attach, as well, a few examples of the
threats we have received. While the voices of consumers are not often heard above
the din of abstract policy debates in Washington, D.C., their cries for relief and their
anger are very real, as the following excerpts from local newspapers illustrate:

Snohomish Co. utility discusses lowering rates, Seattle Post—Intelligence Re-
porter (March 6, 2002)

Like a lot of people north of Seattle this year, Linda Harrison and her
family are having a rough go. Her husband, a computer technician at the
Everett Boeing plant, was laid off last Friday. Her 84-year-old mother is en-
tering the early stages of Alzheimer’s. Then came the blow she didn’t ex-
pect—the power bills. The two-month tab for her mother’s modest, double-
wide home in south Everett shot up to $747 this winter. That’s three-quar-
ters of the woman’s monthly Social Security check and 66 percent more
than her normal bill from last winter.

The ‘‘immoral’’ cost of energy, Everett Herald, Local News (April 20, 2001)
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The Edmonds School District’s Energy costs have climbed from $400,000
last year to $600,000 this year. That $600,000 would pay for 10 or 12 teach-
ers, says district budget and finance chief Bill McKeighen. Or 28 teachers
aids. Or half of the district’s interscholastic sports program. Or all of this
year’s textbook allotment. So how do you choose between books and heat?
Asked William Massey, a member of the Federal Energy Regulatory Com-
mission. ‘‘That’s an impossible choice,’’ he added. It’s probably going to
mean staff cuts, McKeighen replied. ‘‘We could not just not buy textbooks.’’
The exchange came Thursday at a forum on federal power policy sponsored
by U.S. Rep. Jay Inslee at the Snohomish County PUD auditorium in Ever-
ett.

Most, including Inslee and Gov. Gary Locke, called for some sort of power
price cap. ‘‘This is not an abstraction, some kind of economic theory or bar
graph,’’ Locke said. ‘‘These people are living the energy crisis every day.’’
Massey agreed.

‘‘I see no reason to protect a dysfunctional market when this dysfunc-
tional market is putting people out of work,’’ [Massey] said following the
forum. ‘‘I was moved by the testimony I heard from real people, real busi-
nesses.’’

One of the real people to speak Thursday was Don Paterson of Bel-
lingham, who lost his job when Georgia Pacific closed its pulp and chemical
mill there. Georgia Pacific historically had paid 4 to 5 cents a kilowatt-hour
for electricity, he said. ‘‘When it jumped up to 4 to 5 dollars, they shut the
door.’’

Soaring power costs cut into first-quarter profits by 20 percent, said
Diane Symms, owner of the Lombardi’s Cucina restaurant in Everett—even
though the staff has cut energy use as much as 15 percent. They’ve done
all they can do to conserve power, Symms told a forum on federal energy
policy Thursday. But a restaurant has to cook and boil water, and that re-
quires natural gas. And food has to be refrigerated, and that requires elec-
tricity. So in response, Symms said, she’s cut her restaurant hours, and cut
back on staff. ‘‘We suspect we’re going to have to do more of that to keep
the business open.’’

Struggling to keep heat, lights on: Calls swamp energy assistance offices, Seattle
Times, Local News (December 21, 2001)

Caseworkers say they’re hearing from people who are returning Christ-
mas presents, borrowing money from relatives and selling their cars to keep
the heat on. One Snohomish County woman burned cardboard boxes in her
wood-burning stove for heat when she ran out of money for wood. Seniors
on fixed incomes are particularly squeezed. An elderly woman with health
problems called a Snohomish County aid program after setting her heat at
60 degrees and putting on three pairs of overalls and two sweaters to keep
warm

People who run utility-assistance programs say they’re worried about the
spring. ‘‘I can guarantee you we’ll run out sooner this year because of Boe-
ing,’’ which is still in the process of laying off thousands of workers, said
Dennis Smedsrud, who oversees PSE’s Warm Home Fund. Bill Beuscher,
who runs Snohomish County’s federal energy-assistance program, said he’s
likely to be out of funds by the end March, right before what may be his
program’s busiest week.

Kimberly Clark facing huge hike in PUD rates, Everett Herald (September 29,
2001)

For residential customers of Snohomish County PUD, electricity costs will
climb 18 percent starting Monday. But for Kimberly-Clark Corp., a major
employer in the county and a major PUD customer, power costs will rise
more than four times that amount, or 75 percent. ‘‘It’s a matter of huge con-
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cern and priority,’’ said Scott Felter, manager of Kimberly-Clark’s Everett
pulp mill, earlier this week. Felter and Dave Faddis, general manager of
Kimberly Clark’s waterfront pulp and tissue mills, knew a significant rate
increase was on the way. The operation had long had a negotiated agree-
ment for lower rates, but that’s expiring. But the increase was larger than
expected and will cost the company millions of dollars at a time when it’s
looking to trim costs as much as possible to remain competitive.

In aggregate terms, as well as in individual terms, rapidly escalating electric rates
have caused severe harm across the Pacific Northwest. The Wall Street Journal has
estimated that, as a result of the Western energy crisis, disposable household in-
come in Washington State will be cut by $1.7 billion and 43,000 jobs will be lost
over the next three years.25

Put another way, ‘‘If FERC had intervened in May 2000, the entire crisis might
well have been avoided. . . . [T]he bankruptcy of Pacific Gas & Electric and the clo-
sure of industries from Arizona to British Columbia could have been avoided, and
thousands of jobs could have been preserved.’’ 26

This economic devastation is traceable directly to the excessive electric prices aris-
ing from the Western wholesale power crisis of 2000-01. Snohomish PUD has held
its non-power costs steady, below the rate of inflation, for several years. Yet the
rapid rise in wholesale power costs since 2000 has forced it to raise its rates by an
aggregate of nearly 60% since the end of 2000.

GREATER MARKET TRANSPARENCY IS KEY TO PREVENTING ABUSE OF MARKET POWER
AND GAMING OF MARKET RULES

One key factor that allowed the abuse of market power and the abuse of market
rules to go on for so long was that the wholesale power markets have operated
under a cloak of secrecy woven from contractual and industry rules that make vir-
tually any market information subject to confidentiality rules. Indeed, as Northwest
energy economist Robert McCullough recently wrote, one reason dysfunctions in the
Western wholesale power markets reached such serious levels is that ‘‘the aggres-
sive use of confidentiality agreements’’ kept critical market data ‘‘out of the hands
of the public, the press, and policy makers.’’ 27 Overly broad claims of confidentiality
facilitate the ability of power marketers to manipulate prices and impose unjust and
unreasonable terms of service on consumers by hiding critical facts from regulators
and denying consumers access to meaningful information about their power supply
transactions. Again in the words of Robert McCullough, such secrecy rules are ‘‘an
incentive for abuse.’’ 28

In recent testimony before this Committee, Mr. McCullough similarly stated that:
‘‘Restriction of market information weakened the negotiating position of consumers
and made high prices far more likely in these markets. Even today, weak reporting
of marketers to FERC and restrictive information rules by ISOs make concentration
and abuse in market hubs difficult to monitor.’’ 29 In the absence of ‘‘open informa-
tion’’ for consumers and policymakers, ‘‘market failures are easily disguised and cor-
rective measures are painfully delayed.’’ 30 Simply put, consumers and regulators—
such as FERC—cannot effectively detect and correct abuses by marketers if market-
ers are allowed to function under a cloak of secrecy.

Indeed, as FERC itself has recognized, ‘‘[p]ublic reports [of price and revenue
data] are likely to result in increased competition in the marketplace.’’ 31 As the
Commission also has ruled, public availability of price data is ‘‘essential to enable
the Commission . . . and the public to detect undue discrimination . . .’’ 32 In the
Commission’s own words, access to price data should not be limited to only the Com-
mission staff because ‘‘fellow [market] participants and other interested parties are
best situated as competitors and customers . . . to identify actual discriminatory
practices.’’ 33 Particularly when a seller is a power marketer, like Enron, the Com-
mission ‘‘and other interested parties’’ need access to contract information to detect
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abuses of market power because the means by which power marketers acquire and
exercise market power is through their purchase and sales contracts.34

Power marketers have insisted on confidential treatment of their contract infor-
mation on what we believe to be a flimsy basis—that disclosure of contract informa-
tion after the contract is signed might somehow prove harmful to competition by al-
lowing power marketing competitors to ‘‘reverse engineer’’ the proprietary pricing
models used by such marketers. In fact, because of the many different elements of
such pricing models, this is unlikely to be so. In fact, the courts have rejected such
claims, concluding that proprietary information is unlikely to be gleaned from con-
tracts in analogous circumstances.35

Indeed, a U.S. Department of Energy Office administrative hearings board re-
cently rejected just such a claim by the Bonneville Power Administration (‘‘BPA’’).
That panel found that the ‘‘[c]onclusory and generalized allegations of substantial
competitive harm’’ frequently voiced by power marketers ‘‘are unacceptable and can-
not support’’ the withholding of such information.36 The panel further observed that
‘‘Courts have traditionally viewed with great skepticism the claim that the release
of past pricing and quantity data would allow competitors to predict an entity’s fu-
ture pricing strategy.’’ 37 Hence, the Board concluded, BPA ‘‘has not shown how its
customers’ competitors could use past pricing and quantity information to predict
BPA’s future offering prices for resales of electric power or for sales and goods and
services produced with the electric power purchased from BPA.’’ 38

The power marketers’ assertions of confidentiality in fact contravene their legal
obligation to publicly report contract information under the Federal Power Act
(‘‘FPA’’). Section 205(c) of the FPA requires all public utilities, including power mar-
keters, ‘‘to file with the Commission for public inspection all rates, charges classi-
fications, and practices, as well as any contracts that affect or relate to such rates,
charges, classifications, and practices.’’ 39 Power marketers should not be allowed to
write this provision out of the FPA through contractual language and administra-
tive acquiescence by FERC.

THE COMMITTEE SHOULD INSIST ON ADMINISTRATIVE RULES THAT GUARANTEE
TRANSPARENT MARKETS

In light of the above discussion, Snohomish would like to provide its answers to
the questions posed by the Committee in it letters of invitation to the PUD to tes-
tify:
1. Are current disclosure rules sufficient to discover the kind of behavior referred to

in the documents and if not, should disclosure rules be strengthened either by
rule or statute?

The most urgent reform FERC ought to undertake is to immediately make all crit-
ical contract terms (price, length of contract, and quantity) at issue in its Enron in-
vestigation, as well as critical underlying documents such as internal Enron memo-
randa, immediately public. The pall cast upon those contracts by the recent revela-
tions of Enron’s systematic abuse of market rules removes any justification for keep-
ing those contract terms confidential. Further, the most recent contracts at issue in
the FERC investigation are nearly a year old and there is no reasonable argument
that any meaningful proprietary information will be revealed by disclosure of such
stale contracts, especially in light of the fundamental changes that have occurred
in the Western power markets since that time.

In addition, we believe that FERC’s market disclosure rules must be significantly
strengthened. As noted above, Enron and other power marketers have used contrac-
tual confidentiality provisions aggressively to make sure critical market information
does not become public, which has crippled the ability of both government regulators
and power purchasers to detect market power abuse and gaming of market rules.
It is therefore essential for power market information to be readily available. We
believe that all power marketers and generators should be required to file a publicly
available report with FERC at least quarterly identifying all final power sales trans-
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actions entered into during that quarter, and the critical terms of those sales—price,
contract quantity, contract terms, market hubs, receipt and delivery points—should
be disclosed in a uniform, meaningful, and easily accessible format. While FERC has
recently issued rules tightening up on power market disclosure requirements, we be-
lieve disclosure rules contain significant loopholes that must be closed. For example,
FERC’s rules do not require the disclosure of long-term contracts. While we recog-
nize that the terms of offers must be remain confidential during the process of
power contract negotiations to prevent collusion and manipulation, once the contract
is signed, there is no good reason to prevent disclosure of critical contract terms.
Indeed, consumer-owned utilities such as Snohomish operate under public disclosure
statutes that ordinarily require all contracts to be public once the negotiation proc-
ess has concluded.
2. Are there behavior patterns that, in and of themselves, should be considered pre-

sumptively manipulative? If so, what kind of behavior?
The most destructive behavior that occurred in the California market was eco-

nomic withholding of power; that is, the intentional withholding of power to artifi-
cially drive up market prices. In addition, the recently-revealed Enron memo lays
out a number of different strategies used to game the California market to artifi-
cially enrich power marketers at the expense of consumers. The common elements
of these behaviors, besides their deviousness, was the fact that Enron was able to
profit while providing little or nothing of value to the system. These types of behav-
iors must be outlawed, those guilty of such abuses should be punished, and rem-
edies to consumers who suffer because of such abuses must be assured of effective
remedies.
3. Are FERC’s market rules sufficient to ensure that markets are not manipulated?

No. There are credible charges of market manipulation in every market where de-
regulation has been tried, including FERC’s current ‘‘poster children’’ for deregula-
tion, ERCOT in Texas and the PJM Interconnection in the mid-Atlantic. Despite the
apparent inability to restrain these kinds of market abuse, FERC is plunging ahead
with a nationwide ‘‘Standard Market Design’’ and with Regional Transmission Orga-
nizations, both of which entail a large, complex, and convoluted system of market
rules—a playground for marketers to devise new strategies for abuse of these rules.
FERC should immediately suspend these rulemaking initiatives and should not con-
tinue with them until it has satisfied itself, this Committee, and Congress that it
has workable rules in place that will prevent the kinds of abuse that occurred in
California, Texas, PJM, England, New Zealand, and numerous other jurisdictions
around the world that have attempted to implement new rules for the power mar-
kets.
4. What actions are being taken to change the rules, if they are not now sufficient?

Is further statutory authority necessary?
Apart from a recent order tightening somewhat the rules for disclosure and the

current investigation of California market power abuse, in our view FERC is doing
little to ensure that the kinds of rampant abuse of market rules that occurred in
California does not occur elsewhere. In fact, as noted above, FERC is moving in the
wrong direction by attempting to institute national rules of the kind that were so
skillfully manipulated by Enron and other power marketers in California. In our
view, FERC has adequate statutory authority to prevent these kinds of abuse, but
if it refuses to exercise that authority, or to provide adequate remedies to protect
electric consumers. If FERC refuses to fulfill its Congressionally-mandated mission
to protect electric consumers, Congress should not hesitate to mandate appropriate
rules.

In addition to the actions recommended above, two other actions would be helpful
in our view. The first is that the Commission should have more balance in its com-
position. FERC has been without a representative from the Western United States
for decades. This has resulted in an institutional lack of knowledge about the West-
ern power system, which has, evidenced itself most recently in Standard Market De-
sign and Regional Transmission Organization rulemakings that threaten many of
the unique aspects of the Pacific Northwest electric system, such as the predomi-
nance of hydroelectric power, coordinated operation of the Columbia River system,
and long distances between generation supply and load. The value of more diversity
in the Commission is also important with regard to other matters at FERC, such
as hydroelectric facility licensing and relicensing. The majority of the hydroelectric
capacity that is coming up for relicensing in the next several years is located in the
West. The Commission today has no members from west of the Rocky Mountains,
as has been the case for many years, and the new nominee is similarly from the
East. Representation of the Western United States at FERC is long overdue.
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We also strongly recommend that FERC slow down its sprint toward implement-
ing Standard Market Design policies and the forced formation of Regional Trans-
mission Organizations. These policies are generally intended to further open mar-
kets and encourage competition. We have no quarrel with open markets and com-
petition per se, but it occurs to us that we ought to understand how to effectively
operate open markets and ensure fair and transparent competition before we throw
yet another round of free market ideology onto American consumers and the Amer-
ican energy system. Further, as noted above, FERC seems intent on implementing
these policies in the Pacific Northwest with very little knowledge of those policies
will affect the unique operations of the Northwest’s electric system and, worse, little
apparent inclination to learn.

We have yet to sort out the disastrous impacts of the last round of ‘‘market de-
sign’’ and to sort out the lessons learned from those mistakes that were made in
the last round. It seems like we should do that, at the very minimum, before we
launch into another round of sweeping change that my customers fear is simply
going to be the basis for another round of bureaucratic bungling that ends up cost-
ing them more money. We owe it to them to do better, so let’s slow down and make
sure we get it right, if we do it at all. We simply have to remember that the inter-
ests of native load-your average electricity consumers-and the utilities that serve
them have to be addressed at the same time you are trying to improve the world
for new market entrants like Enron, Calpine, Morgan Stanley, Dynegy and the like.
These entities may have a place in the world, but they are not load serving entities
with an obligation to serve-and I suggest to you that we ignore the well being of
the load serving entities and their average customers at some great risk to your-
selves.

The CHAIRMAN. Thank you very much. Thank you all very much
for your testimony. Let me ask a few questions and then defer to
Senator Feinstein.

Mr. Ackerman, what is your explanation for why prices went the
way they did there?

Mr. ACKERMAN. Scarcity of supply. There were very poor hydro
conditions in the Northwest. There was no new generation to meet
the vastly increased amount of demand for electricity, which took
place in the Western States. It was taking place across the Western
region all at once, so that every megawatt, for example, in Arizona,
Nevada, or Oregon that was used to meet its own economic growth
and growth in electricity demand was one less megawatt that could
come into California. So, there was a supply shortage, and there
was no way for people to see the higher prices which you can see
on my chart there on their bills because people in California, at
least those who were served by the investor-owned utilities, were
under a rate freeze. So, we had a situation where demand could not
respond and a supply shortage, and those are the fundamentals
which drove prices up.

The CHAIRMAN. It is your view that there was a genuine short-
age, not a contrived shortage.

Mr. ACKERMAN. Yes, sir.
The CHAIRMAN. Let me ask any of the other witnesses if they

have a point of view on this subject.
Ms. Church.
Ms. CHURCH. Senator, I absolutely agree. There was a real short-

age in California, and I think it is very troubling to hear some of
the State officials say that, in fact, that shortage did not actually
occur because they are basically setting themselves up for addi-
tional problems.

What we saw was the hydropower that normally is imported
from the Northwest was unavailable due to the drought, and a lot
of power that normally is imported during the summer from the
Southwest from your State and from Arizona and Nevada was not
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available because the increased load within their own States and
the fact that the heat wave was very widespread.

I absolutely agree there was a shortage. I think the Governor has
recognized that because he has tried to have new plants built in
that State.

The CHAIRMAN. Mr. Martinez, did you have a point of view?
Mr. MARTINEZ. I can agree with the comments earlier made in

regards to the hydro shortage. It was a drought year. California
has always relied on imports of hydro from the Pacific Northwest
to fill in the gaps. Indeed, the economy in California had also got-
ten to a point where the demand was there.

The department, looking at the portfolio generation that we had,
decided in early 2000 to reactivate two out-of units that we had
mothballed for several years because we saw not only a need for
our system, but potentially for the Western States to provide that
type of capacity. So, we brought back to service 350 megawatts of
capacity that had been out-of for many, many years.

The CHAIRMAN. Ms. First, did you have a point of view on this?
Ms. FIRST. I do, Senator. The power marketing lobby has often

blamed the huge price increases on market instability, on shortages
of power caused by a drought, which we certainly had in the Pacific
Northwest. But the recent evidence and even evidence as late as
this week clearly demonstrates that this explanation is not the only
reason. If you look at Mr. McCullough’s report, which I believe has
been provided to the committee, in April demonstrates that power
supplies were, in fact, better during the crisis period than during
the previous droughts in the West. They cannot just lay it off on
the hydroelectric production.

The CHAIRMAN. So, what is the explanation? If it is not an actual
shortage of power, what was the explanation for those dramatic in-
creases?

Ms. FIRST. Oh, I think it was a shortage of power, but I think
that shortage was manipulated.

The CHAIRMAN. So, you think it was withheld from the market,
although it was available to be provided.

Ms. FIRST. Absolutely. You heard testimony this afternoon that
a third of the generation in California was off line at one time I
think in response to Senator Feinstein’s questions. Was that usual?
Well, no, they had to admit it really was not.

The CHAIRMAN. But you think it was withheld in order to drive
prices up.

Ms. FIRST. I do.
The CHAIRMAN. Ms. Church.
Ms. CHURCH. Senator, there is no evidence of that happening. In

fact, the only evidence from any government agency that has
looked at this issue was a FERC report, albeit not a very expansive
report, which found to the contrary.

A number of State agencies, including the CPUC, have actively
investigated whether or not there was any withholding of power in
order to manipulate prices. They or no other agency have issued
any reports that found any such withholding.

Mr. Winter himself earlier here today said, yes, 15,000
megawatts were off. Some were off because they had not been paid.
Now, I do not know any industry in this country where if you do
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not think you are going to be paid because you do not have a credit
worthy seller, that you have to run and incur the cost of buying
power, buying the fuel, hiring people and running that plant, buy
the emission credit, and not be paid.

Secondly, as Mr. Winter said earlier, many of the plants that we
are talking about are very old natural gas, middle cycle and peak-
ing units. Some were literally Korean War era. They were used to
running 50, maybe 200 hours a year, and all of a sudden, they are
being asked to run 24/7. No 50-year-old man or woman can run
that much without having to stop for some rest, seeing the ortho-
pedic doctor, and some other things, and certainly a 50-year-old
plant cannot be asked to run that way either.

The CHAIRMAN. Let me ask just one question about these re-
cently disclosed deceptive practices that have been described here
at length at our hearing and then at the Commerce Committee
hearing this morning. One of the witnesses at the Commerce Com-
mittee hearing is Dr. Frank Wollak, a professor of economics at
Stanford. He says in his written testimony, ‘‘The above logic im-
plies that the strategies described in the Enron memos are at best
a small part of the cause of the California electricity crisis. Of the
more than $10 billion of refunds that the California ISO has cal-
culated are owed to California consumers from paying unjust and
unreasonable wholesale electricity prices over the period June 2000
to June 2001, the strategies outlined in these memos at most ac-
count for $500 million, when aggregated over all California market
participants.’’

Do any of you have views as to whether he is correct in that, or
do you have a different point of view on this question of how sig-
nificant these deceptive practices were in causing the exorbitant
prices that occurred in California or the Northwest?

Mr. Ackerman.
Mr. ACKERMAN. My response to that, without commenting on Dr.

Wollak’s numbers, because I believe Dr. Wollak has a good grasp
on the numbers and I would agree with those, is that for the case
of manipulation to be made, one would have to go to this pricing
cycle over the last 4 years, hypothesize that no deception took place
from April 1998 until May 2000, and then for a period of 1 year,
deception took place which caused those higher prices, and then in
May 2001, it suddenly disappeared. That is the case for manipula-
tion, and I do not see it.

The CHAIRMAN. Do any of you have a point of view on this?
Ms. CHURCH. I will hazard a comment. I cannot comment on Mr.

Wollak’s number of $500 million—$500,000.
The CHAIRMAN. No. It is $500 million. Out of the $10 billion

which he cites here as $10 billion in refunds that the California
ISO has calculated are owed to California consumers.

Ms. CHURCH. I can say that given what we know about Enron’s
participation in that market, certainly Enron cannot be responsible
for the $10 billion. The ISO’s own numbers or estimate back about
a year ago of the excess prices charged by both FERC jurisdictional
and publicly owned utilities was about $6 billion. That was into the
ISO. Of that amount, $40 million was credited to Enron, less than
1 percent. Enron was not that big a player in the California mar-
ket. They did not own generation which others have said. As I said,
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I cannot comment on his numbers, but I think it sounds roughly
about right.

The CHAIRMAN. Yes, Ms. First.
Ms. FIRST. I cannot comment on his numbers either, except just

to make this one observation very quickly. Ultimately it does not
matter why those rates went up that high, whether it was market
manipulation or something else. The fact remains the wholesale
rates were unjust and unreasonable, and it is up to FERC to figure
out why and how much should be refunded.

The CHAIRMAN. Yes, and he makes that point elsewhere in his
testimony. That is a very good point. I agree.

Did you have a comment?
Mr. MARTINEZ. Again, I just want to emphasize at the Depart-

ment of Water and Power, the trading portion of our business is
a very small portion, and we do not analyze a lot of the transaction
that go on in the market. Basically we are bread and butter, just
put energy into the process, bid it to the system, and if there is a
market there to buy it, fine. If not, we will stay out of it. So, we
cannot comment on the numbers, and I do not know to what extent
these numbers in the ball park or on target.

The CHAIRMAN. Senator Feinstein.
Senator FEINSTEIN. Thanks very much, Mr. Chairman.
I would like to ask each of the panelists the same question I

asked earlier. Would you consider the practices outlined in the De-
cember 6 and 8 memos as deceptive practices? Mr. Ackerman, yes
or no.

Mr. ACKERMAN. Not on all of those practices because the more
we look into them, the more we research it, there is one in particu-
lar which I think the ISO identified before December of 1998 and
said do not do this, which I think is sufficient warning for anybody
who did do that, which was identified in the memo you should not
be doing it. So, therefore, I would say that is a practice that should
not be encouraged.

Senator FEINSTEIN. And the others?
Mr. ACKERMAN. The others. I would have to say the judgment is

out. I can construct situations where they could be absolutely le-
gitimate and then I can construct situations where they can be ab-
solutely deceptive. So, I really cannot answer.

Senator FEINSTEIN. So, you think it is legitimate to sell some-
thing you do not really intend to deliver?

Mr. ACKERMAN. Much like when somebody shorts a stock and
then sells it even though they do not own it. I suppose there is
some legitimacy in that because it happens in other commodity
markets.

Senator FEINSTEIN. Ms. First.
Ms. FIRST. Based on what I understand about what is in those

memos—and I have read them. I have had discussions with my
staff about them. I have read lots of things on it—I think they are
definitely deceptive. There is no question.

Senator FEINSTEIN. Ms. Church.
Ms. CHURCH. I think the impact of most of the practices, whether

or not they are deceptive, really depends on what FERC finds in
terms of what happened, when, what the rules were in place in the
ISO, and what was the impact on prices or on reliability.
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I can tell you, however, I am very disturbed by suggestions that
in those memos that misleading information was given to the ISO
or that there may have been some joint action with other players.
Those two are very troubling.

Senator FEINSTEIN. Mr. Martinez.
Mr. MARTINEZ. Senator Feinstein, yes, we see that as deceptive

type of practices that we would not support.
Senator FEINSTEIN. Thank you very much.
See, I guess I am deeply troubled by this industry. If I were to

tell you that many of these practices were carried out on-line in fu-
tures derivatives trading and there is no record kept, there is no
transparency, there is no anti-fraud or anti-manipulation oversight,
and there is no requirement for any capital to be put up—and we
know for a fact now that the capital issue is in fact an issue. Yet,
both your associations opposed it, which in a sense tells me some-
thing about the industry. I just want you to know that this Senator
from California is very deeply concerned about the ethics, the prac-
tices, the deception that is practiced by the energy industry. I do
not intend to get off this subject. I intend to follow it, every ‘‘i’’ and
every crossed ‘‘t’’, from this point on.

I do not have a lot of questions. I understand you represent other
people, but in my reading of this, there can be no justification for
practices like these. The thing that concerns me is that both of you
say, well, it may be okay under these circumstances and it may be
okay under that circumstance. We really have a problem because
this points out to me that people are not going to learn and they
are going to rationalize and they are going to justify what is basic,
I think, fraud, but let us say at the least deception.

We are going to have to come to grips with this one way or an-
other because I do not think the American people want it, and I
think that is the ultimate determinator of all of this.

I just say this because in my dealings with business as a mayor
and in the 10 years I have been in the Senate, I have never en-
countered an industry quite like this, the brazenness, the arro-
gance, the ‘‘well, this is the oldest trick in the book, let’s do it,’’ that
it is all some kind of giant game. And yet, people on the other end
really suffer because of it. And then the willingness to blame, never
to look in your own shop to see what we can do better or more hon-
estly, but to blame. It is all somebody else’s fault.

And I just want to say that to you directly and publicly because
I read your comments. Ms. Church, I am reading your comment in
Energy Daily that high prices are not bad. Price volatility and price
spikes are natural in well-performing electricity markets and
should be allowed to play their economic role, whatever that is. I
really think we are on different wavelengths as to how we see this.

I think you people are really making the best possible case for
re-regulation. If this continues, I have no doubt that people in this
Nation will want to move to a system which is controlled.

Ms. CHURCH. Senator, may I respond to your comments?
Senator FEINSTEIN. Sure, absolutely.
Ms. CHURCH. First of all, let me respond to the article that you

are referring to yesterday. We had an economic consulting firm
look at the volatility of spot prices in about eight or nine Eastern
markets. Some of them were ISO’s like PJM, New England, New
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York. Some of them were markets such as into Cinergy, into
Entergy which are where the players are primarily vertically inte-
grated, regulated utilities, but those are very liquid markets.

What the data found was that in all periods, peak periods, off pe-
riods, peak hours, peak seasons, there is a great deal of volatility
if you look at hourly and daily prices. But this is the spot market
which, unlike in California during the period we are talking about,
is roughly 5 to 10 percent of the market. What the data seem to
show is that these price spikes for short periods of time for small
parts of the market are very normal, and yet no one is arguing that
we have seen and nor has anyone seen the kind of price disruption
that we saw in California.

So, the point we are trying to make is we have a commodity that
is much like natural gas, much like metals, much like other com-
modities where volatility in that spot market is very common. And
yet, when you are able to exercise—have a lot of markets, have a
lot of buyers and sellers, you are able to take advantage of con-
tracts either physical or financial contracts that allow you to hedge
your risk, you can get a very smooth—and the title of the study
was Still Waters Run Deep, meaning that you can have a smooth
top but a lot of volatility going on underneath. And that is the
point we are trying to make.

I will be the first to agree with you, Senator, that what happened
in California is very unfortunate, obviously, and what I think what
FERC, in looking forward, is trying to do is to develop fully inte-
grated, seamless markets throughout the United States on a re-
gional basis with very standardized rules, which would have pre-
vented, which would prevent a lot of the activities we have been
talking about today. Certainly as the FERC Chairman said, if the
type of congestion management system that they think is the best
model had been used in California, Enron would have been unable
to have been able to arbitrage differences in congestion manage-
ment. I agree with you the rules were not good in California, and
they need to be changed.

Senator FEINSTEIN. Thanks, Mr. Chairman.
The CHAIRMAN. Senator Cantwell.
Senator CANTWELL. Thank you, Mr. Chairman. I would like to

follow up on Senator Feinstein’s questions, and I certainly want to
associate myself with her remarks because being relatively new to
the Senate, this has been a frustrating experience for us.

But I think, Ms. Church, maybe there is a way that the industry
can help now, can step forward, and be helpful in this process. You
may be familiar that our attorney general has been testifying be-
fore the Senate Judiciary Committee, has asked for Enron to turn
over relevant documents, which they have not done. So, I am ask-
ing you whether your industry association members would be will-
ing to turn over to this committee or to the Department of Justice
relevant documents to when and where power capacity—basically
when and where their plants were off line in California.

Ms. CHURCH. They have been turning over information to—they
have been, quite frankly, sued up the kazoo by State organizations.
They have been asked for data from FERC. They have been asked
for data from private litigants. I know that they have turned over
a lot of information to officials——
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Senator CANTWELL. I am specifically asking, would you rec-
ommend to your members to turn over to the Western AG’s or to
the Department of Justice documents about when and where their
plants were off line.

Ms. CHURCH. I am certainly not going to recommend to them
that they violate some sort of production order. I am not in a posi-
tion to say whether or not what is being asked of them is appro-
priate, who is asking. I am just not in a position to answer that
question.

Senator CANTWELL. Do you not think that would be helpful for
us to know?

Ms. CHURCH. The bilateral contracts that are entered into by in-
dividual parties contain a lot of very commercially sensitive infor-
mation. Certainly appropriate government agencies, State and Fed-
eral, may have jurisdiction and may have a need to see those con-
tracts under some sort of protective seal, and I am certainly not
going to suggest that that not be done. But turning these contracts
over publicly—I do not know what is in them, but my——

Senator CANTWELL. I am not suggesting that. I am talking about
the Attorney General or the Department of Justice because it
seems to me that the industry is taking a position of, well, we do
not really know that this was caused by manipulation. And one
thing that you could do to step up in the current situation and be
accountable is to provide access to information about whether
power was held back. And that seems to me to be a very respon-
sible thing for the industry to do.

Ms. CHURCH. Senator, I will look into it, but I do not really know
the circumstances you are talking about.

Senator CANTWELL. You do not know whether they——
Ms. CHURCH. I do not know who is asking for this——
Senator CANTWELL. Okay. We will get that information to you.

Thank you.
Ms. First, thank you very much for being here and testifying. I

live in Snohomish County, and so I very much appreciate it. I was
talking to some of my friends and neighbors whose monthly bills
for the last 2-month period went from $363 roughly to about $556,
a year ago to this time period. And while somebody thinks, okay,
well, that’s roughly a couple hundred dollars, that is obviously a
huge impact in my opinion. But what people do not realize is that
the Northwest took extreme measures to even get to that $200.
People had their homes at 58 degrees. People implemented all sorts
of plans. People did everything and still got stuck with a high bill.
So, I appreciate your comments today to rectifying this problem.

I am most interested in the fact that Enron—Snohomish County
had several Enron contracts. How many?

Ms. FIRST. We had one for $2 million a month.
Senator CANTWELL. And that was negotiated?
Ms. FIRST. In December 2000.
Senator CANTWELL. And that contract—if you went out, if that

was abrogated—I mean, if you went out and basically voided that
contract, what would today’s market bring for that power?

Ms. FIRST. What would the equivalent price be?
Senator CANTWELL. What would the cost be.
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Ms. FIRST. I cannot really talk to you about the disparity in cost.
We are talking about maybe $25 to $30 a megawatt hour. But I
cannot really talk to you about the specifics of that contract be-
cause, as you pointed out, we have a restraining order that pro-
hibits us from talking about the specifics of each of those contracts.
They actually went to court and got a restraining order.

Senator CANTWELL. Who has that restraining order?
Ms. FIRST. Well, my recollection is Enron does.
Senator CANTWELL. So, Enron put a restraining order on you

from talking about those contracts even with government entities.
Ms. FIRST. Absolutely. We are a publicly owned utility. We have

an obligation to disclose a lot of things in our utility. We have a
customer who had a request for the three long-term contracts we
entered into, American Electric Power, Morgan Stanley, and Enron,
and we were taken to court by two out of the three to basically put
a gag order on us so that we could not release that information to
the public. We are a public utility.

Senator CANTWELL. Mr. Chairman, this is why I think that ei-
ther this committee or Senator Lieberman’s committee or working
with the Department of Justice, we need access to these docu-
ments. If Enron is basically stopping legal action from this infor-
mation being public and then we hear from the industry, well, you
cannot prove your case, well, of course, we cannot prove even fur-
ther the manipulations, although I guarantee you this Congress is
going to get to the bottom of this. People are just holding us up
from finding out the accurate information. We can take all due
steps and processes to make sure that vital competitive information
is not released to the general public. But right now withholding the
information and stopping individuals—so, have you voided these
contracts?

Ms. FIRST. We are asking FERC to void them. We have filed an
action with FERC. We are asking them to void our long-term con-
tracts because the rates are unjust and unreasonable, and we are
in the middle of that process now.

I will say we are sympathetic to the industry’s complaints that
they do not want their proprietary information made public. We
understand that. Certainly during the negotiation process, that
should be private, but once these contracts are inked and we have
deals, certainly there can be no harm in revealing the terms of
those contracts a month later or 3 months later if they were re-
quired, for example, to file quarterly reports with FERC that had
all that information in it.

Senator CANTWELL. So, what will happen to your ratepayers if
these contracts are not voided? How long will we be paying
these——

Ms. FIRST. We will be paying 7 to 9 years. We were, fortunately,
in a good position, unlike our neighbors to the south, another pub-
licly owned utility, who had to borrow half a billion with a ‘‘B’’ dol-
lars just to meet their payroll to pay for their electricity. We were
not in that position because we were more financially secure, but
they are still going to have that in their rate base. We are truly
passing on the cost of power to our customers now. A 60 percent
rate increase, Senator, living in that district, is just unconscion-
able.
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Senator CANTWELL. So, even though the hydro crisis may be over
for the Northwest, at least in providing hydropower, we are now
stuck unless FERC voids these contracts.

Ms. FIRST. We are absolutely stuck.
Senator CANTWELL. FERC has already said today, the Chairman,

that he does believe that this was manipulation. We are stuck pay-
ing for this manipulation for the next 7 to 8 years.

Ms. FIRST. And I will say that we are not a utility that has ever
tried to get out of any power contracts, ever before in 50 years. We
do not have a choice here. We feel that we had a gun to our head
and we had to do this. And it is just not right.

Senator CANTWELL. Thank you, Mr. Chairman.
The CHAIRMAN. Well, thank you very much. I want to thank all

of you. It has been a long hearing, and you were very kind to stay
and give us your testimony. We appreciate it and we hope we can
continue to monitor this situation and find some ways to help rem-
edy it. Thank you.

[Whereupon, at 6:43 p.m., the hearing was adjourned.]
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APPENDIX

RESPONSES TO ADDITIONAL QUESTIONS

FEDERAL ENERGY REGULATORY COMMISSION,
Washington, DC, June 5, 2002.

Hon. JEFF BINGAMAN,
Chairman, Committee on Energy and Natural Resources, U.S. Senate, Washington,

DC.
DEAR MR. CHAIRMAN: Thank you for your letter of May 21, 2002, enclosing ques-

tions from Senator Pete V. Domenici and Senator Maria Cantwell for the record of
your Committee’s May 15 hearing.

I have enclosed my responses to the questions from Senator Domenici and Senator
Cantwell. Please note that the Commission requests CONFIDENTIAL TREAT-
MENT of certain information submitted as part of this letter and the attachment
hereto. If you need additional information, please do not hesitate to let me know.

Best regards,
PAT WOOD, III,

Chairman.
[Enclosures]

RESPONSES TO QUESTIONS FROM SENATOR DOMENICI

PROHIBITION ON LONG-TERM CONTRACTS

Background: According to CBO’s report, Causes and Lessons of the California
Electricity Crisis, California’s Public Utility Commission (PCU) prevented utilities
from entering into long-term agreements with independent producers or obtaining
futures contracts. PCU operated under the assumption that significant generating
capacity would exist to ameliorate short-term price pressures. However, unfavorable
weather conditions reduced supply and the energy demands of California’s economy
quickly absorbed the excess capacity causing the Power Exchange (PX) to collapse.

Question 1. Long-term contracts allow utilities to lock in future prices now, which
facilitates planning and investment in additional energy producing capacity. If the
California Public Utility Commission (PCU) had permitted utilities to enter into
long-term contracts, is it likely that power generators would have had enough incen-
tive to bring on addition capacity thus reducing some of the upward price pressures?

Answer. Long-term contracts can benefit both sellers and buyers of power. Long-
term contracts can provide the financial certainty a generator needs to develop a
new facility. In fact, until recently, almost all independent power producers de-
pended on long-term contracts in order to develop new facilities. Similarly, a whole-
sale power purchaser using long-term contracts to meet much of its load will be less
affected by spot price volatility than a purchaser buying all of its power in the spot
market. While I cannot quantify in dollars the effect of barring long-term contracts
in California, the effect was definitely harmful.

Question 2. A futures contract not only permits an individual or entity to hedge
against future risks but also provides markets with valuable pricing information
about the future. Did the absence of a well-developed futures market inhibit the
ability of producers to anticipate and react to spikes in demand?

Answer. While futures markets have operated at certain locations in the West for
several years, California’s restrictions on long-term contracting may have con-
strained trading in these markets and, as a result, impaired the price discovery
function of these markets. A robust futures market can provide useful price signals
to producers. Price increases in the futures market can encourage producers to de-
velop additional supply. A futures market also can benefit customers, allowing them
to buy power at a fixed price months in advance of when it is needed and thus avoid
the volatility of the spot market. Customers also can benefit from the price discovery
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function of futures markets, since price increases in futures market can lead cus-
tomers to make investments in conservation or demand response. A well-functioning
futures market is a valuable tool in any commodity-based market.

PRICE CAPS

Background: The California energy market-restructuring plan established a set of
complex rules and procedures governing auctions conducted on the spot market at
the Power Exchange (PX) and California Independent Systems Operator (CAISO).
In particular, it required all successful bidders to accept contracts based on the last
highest price offered and actually capped prices in the CAISO. CBO’s analysis sug-
gests that these rules created an incentive for sellers to bid in such a way as to
raise wholesale prices.

Question 3. California’s energy deregulation plan appears to have failed because
it was poorly designed. In other areas of the country where energy markets were
deregulated did any of the other plans include elements that capped prices?

Answer. Price caps are also used in the markets operated by independent system
operators (ISOs) in Texas, New England, New York and the mid-Atlantic region op-
erated by PJM. However, the $1,000 ‘‘circuit-breaker’’ price caps in those regions are
much higher than the caps were in California in, e.g., late-2000 (as low as $250).
The ISOs also use other forms of price mitigation depending on market conditions
and participant behavior.

Question 4. If the price caps had been removed from CAISO auctions, would that
market have functioned more smoothly?

Answer. I do not know. The functioning of the California and Western markets
over the last two years was extremely complex and I cannot identify with any cer-
tainty the effect of undoing one aspect of these markets (price caps) but assuming
everything else had stayed the same. Ultimately, however, our goal in wholesale
power markets should be to encourage development of sufficient infrastructure,
adopt balanced market rules and adequately monitor the behavior of market partici-
pants. If we accomplish these goals, I believe we can reduce or end our reliance on
price caps in most circumstances.

FERC RELEASES

Background: As part of the Federal Energy Regulatory Commission’s (FERC)
Staff Fact-Finding Investigation of Western Markets, many of the documents it has
collected are available online. The three Enron memos discussed at this afternoon’s
hearing included in your briefing book were obtained from the FERC’s website.
However, many other documents they have requested have not yet been released.

Question 5. Some have recently criticized the FERC for not releasing more of the
information it has requested from other companies involved in the California energy
crisis. Is this criticism warranted? If these allegations are correct, what is prevent-
ing FERC from releasing the additional documents?

Answer. No, the criticism is not warranted. The Commission is making available
documents that have been submitted without claim of privilege in the Fact-Finding
Investigation of Potential Manipulation of Electric and Natural Gas Prices, Docket
No. PA02-2-000. The Commission’s data requests acknowledged, however, that a re-
spondent may seek privileged treatment for documents and information by provid-
ing an index of those materials that are subject to claims of privilege. The index
includes the date of each document, its title, the recipient(s), sender(s), a summary
of the contents and the basis for the claim of privilege.

There are several reasons for not releasing privileged information that is obtained
in a non-public fact-finding investigation. First, due process requires that the Com-
mission grant privileged treatment where it is warranted under generally accepted
rules of civil procedure. In addition, confidential treatment of privileged data re-
sponses elicits more cooperation from respondents so as to enable completion of the
investigation in a reasonable amount of time. That is particularly pertinent here be-
cause the Commission must obtain information quickly, from many sources. In fact,
the Commission’s regulations, at 18 C.F.R. § 1b.9 (2001), provide that information
and documents obtained in an investigation will be kept confidential unless the
Commission authorizes a release, release is required under the Freedom of Informa-
tion Act, or the documents and information are released in the course of an adju-
dicatory proceeding. Finally, the Commission is conducting its investigation in co-
operation with other agencies that are conducting similar investigations (CFTC,
SEC and DOJ), and release of non-public information could compromise not only our
investigation but also those of the other agencies.

Some respondents have requested confidential treatment by claiming that disclo-
sure of certain documents would result in competitive harm to themselves or to the
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market or that particular documents are covered by traditional discovery privileges,
such as attorney-client or attorney work product. Rather than adjudicate and pos-
sibly litigate individual claims of privilege or competitive harm prior to receiving the
documents, the Commission’s rule at 18 C.F.R. § 388.112 (2001) provides that any
person submitting a document to the Commission may request privileged treatment
by claiming that all or part of the document is exempt from public disclosure under
the Freedom of Information Act. The respondent then files the document in redacted
and unredacted forms, and the unredacted version of the document remains in the
Commission’s non-public files pending a decision by the Commission on the claim
of privilege. The Commission has found that this procedure fosters voluntary co-
operation with fact-finding investigations while providing due process to respond-
ents.

RESPONSES TO QUESTIONS FROM SENATOR CANTWELL

Question 1. As we discussed at the hearing, FERC has issued data requests to
over 100 Western market participants, asking them to affirm or deny whether they
employed strategies similar to those contained in the Enron memos in order to ma-
nipulate Western power markets. I understand those responses are due by May 22.
Please provide those responses to the Senate Energy and Natural Resources Com-
mittee as promptly as possible. If it is not possible for FERC to turn over these doc-
uments to the Senate in their entirety, please provide me with a legal explanation
as to why this may be the case, as well as a briefing on the information.

Answer. Many respondents did not claim privileged treatment for their data re-
sponses in the Fact-Finding Investigation of Potential Manipulation of Electric and
Natural Gas Prices, Docket No. PA02-2-000, and those responses will be posted later
this week on the Commission’s webpage, www.ferc.gov. Other respondents sought
privileged treatment for certain documents or portions of documents. The logs in
which respondents identified the privileged documents and the bases for their
claims of privilege also will be posted on the Commission’s webpage. However, the
unredacted versions of the documents for which claims of privilege have been made
are being withheld.

Due process requires that the Commission observe its rules, upon which the pub-
lic has a right to rely. Under 18 C.F.R. § 388.112 (2001), any person submitting a
document to the Commission may request privileged treatment by claiming that
some or all of the information is exempt from mandatory public disclosure under
the Freedom of Information Act, 5 U.S.C. § 552 (1994). The respondent requesting
privileged treatment submits the document in redacted and unredacted forms, and
the unredacted version is placed in the Commission’s non-public files pending a de-
termination on the claim of privilege. If a request for a privileged document is made,
the respondent is entitled to at least five days in which to respond to the request.
And if the Commission ultimately determines to release the document, the respond-
ent is entitled to at least five days’ notice before release.

The Commission has not had an opportunity yet to rule on the claims for privi-
leged treatment of data responses in the fact-finding investigation. The investigation
is ongoing, and the Commission’s resources are being devoted to analyzing the data
and determining what, if any, additional information is needed. We believe we must
focus now on the investigation itself rather than on adjudicating and perhaps liti-
gating individual claims of privilege.

Question 2. What recourse does FERC have should any entity refuse to comply
with its data requests?

Answer. Section 307 of the Federal Power Act, 16 U.S.C. § 825f (1994), authorizes
the Commission to issue subpoenas to compel the production of documents for the
purpose of any investigation or proceeding under the FPA and to invoke the aid of
the United States District Courts to require such production in the event of a failure
to obey a Commission subpoena. In addition, section 314 of the FPA, 16 U.S.C.
§ 825m (1994), authorizes the Commission to bring an action in an appropriate
United States District Court to enforce compliance with the orders it issues under
the FPA and to seek writs of mandamus commanding persons to comply with those
orders. The Commission also may revoke a public utility’s authorization to sell
power at market-based rates. See, e.g., FactFinding Investigation of Potential Ma-
nipulation of Electric and Natural Gas Prices, 99 FERC ¶ ——, Docket No. PA02-
2-000 (order issued June 4, 2002) (requiring four public utilities to show cause why
the Commission should not revoke their market-based rates for lack of compliance
with a staff data request).

Question 3. How many subpoenas has FERC issued in its staff investigation of
Western power market manipulation? To whom has FERC issued these subpoenas?
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If it is not possible to provide a list to the Senate, please provide me with a legal
explanation as to why this may be the case, as well as a briefing on this informa-
tion.

Answer. The Commission is working with the CFTC and the SEC, and is provid-
ing assistance to United States Attorneys Offices within DOJ in the fact-finding in-
vestigation. To date, the Commission has issued 14 subpoenas. Because this is a
joint investigation, the Commission cannot unilaterally reveal the names of the per-
sons subpoenaed. We must avoid all actions that would compromise any criminal
proceeding that might be initiated.

Question 4. Who has FERC deposed during the course of this investigation? Who
does FERC plan to depose? If it is not possible to provide a list to the Senate, please
provide a legal explanation as to why this may be the case, as well as a briefing
on this information.

Answer. As discussed in response to Question No. 3, the Commission is working
with the CFTC and the SEC, and is providing assistance to United States Attorneys
Offices within the DOJ. The Commission and the CFTC have deposed 13 people and
interviewed 25 other persons. We cannot reveal the names of those interviewed for
the same reasons stated in response to Question No. 3, to avoid compromising any
potential criminal action.

Question 5. What specific steps can and will FERC take to turn over evidence of
possible criminal activities to the Department of Justice?

Answer. The Commission is assisting the United States Attorneys Offices within
the DOJ and the FBI. Also the Commission is working closely with the SEC and
CFTC. If the Commission finds evidence of possible criminal violations of the FPA
or NGA or has other evidence that will be useful to the DOJ, it will provide such
information to the DOJ.

Question 6. FERC has recently posted on its Website a report related to an inter-
nal investigation of EnronOnline. The names of the memo’s author and recipient
have been redacted. Would you please provide those names to the Committee?

Answer. Attachment A, for which I request confidential treatment, contains the
staff names you request. Before the Commission decided to release the memo with
the staff names deleted, the memo was an internal document that would have been
exempt from public disclosure in its entirety under the Freedom of Information Act,
exemptions five (for deliberative process) and seven (for investigations and enforce-
ment proceedings). This memo was disclosed since some of its content was referred
to in correspondence from an elected official, which was publicly released. I request
that the members of the Committee keep the names on this internal work product
confidential so as not to chill staff candor and effectiveness in internal communica-
tions in the future.

Question 7. The EnronOnline report also suggests FERC’s Office of General Coun-
sel had initiated a legal opinion or memo on the Commission’s jurisdiction over on-
line trading. There are indications this opinion or memo was never completed. Why
is this the case?

Answer. In the summer of 2001, the Commission’s prior General Counsel assigned
an attorney in the Office of the General Counsel (OGC) to draft an analysis of juris-
dictional issues related to Enron Online. An initial draft was completed in late Au-
gust 2001 as an internal OGC document. This was followed by a time of transition
at the Commission, including the departure of the then-Chairman and then-General
Counsel. It should be noted that, under Commission precedent, the Commission has
asserted jurisdiction over only the public utility sellers that sold electric energy for
resale through Enron Online and only where such energy went to physical delivery;
further, there was no Enron Online itself or over derivatives trading over Enron On-
line. In recent months, however, additional factual and legal questions have arisen
regarding Enron Online’s role in power markets. OGC is in the process of finalizing
a more comprehensive jurisdictional memo. We anticipate that this memo, which
will represent privileged and confidential non-public attorney work product, will be
given to all Commissioners in the next few weeks.

Question 8. Please provide a comprehensive list and timeline of FERC enforce-
ment actions (of any sort) taken against participants in Western energy markets,
from July 2000 through the present.

Answer. The list and timeline are appended in Attachment B. The Commission
seeks confidential treatment of the attached information.
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STEPTOE & JOHNSON,
ATTORNEYS AT LAW,

Washington, DC, June 7, 2002.
Hon. JEFF BINGAMAN,
U.S. Senate, Chairman, Committee on Energy and Natural Resources, Dirksen Sen-

ate Office Building, Washington, DC.

Re: Senate Energy And Natural Resources Committee Hearing on Energy Price Ma-
nipulation in Western Markets

DEAR MR. CHAIRMAN: In connection with the above-referenced hearing, held on
May 15, 2002, Senator Cantwell submitted two written requests to, among others,
Mr. Stephen Hall. Below are Mr. Hall’s responses to those requests.

Request 1. Please provide me with a comprehensive list of the traders with whom
you consulted in preparation—or otherwise discussed the contents—of the memos
recently released by FERC. To the extent possible, please also provide their titles,
current employer and the dates of your interaction with these individuals.

Response. To the best of Mr. Hall’s recollection, below is a list of the traders with
whom in preparation of the December 6, 2000 memorandum from Stephen Hall and
Christian Yoder to Richard Sanders he may have consulted or otherwise may have
discussed the contents of the memorandum:

Tim Belden, managing director of Enron’s West Power Desk;
Jessie Bryson, Enron real-time trader;
Michael Driscoll, Enron real-time trader;
John Forney, manager of Enron’s real-time desk;
Chris Mallory, Enron real-time trader; and
Jeff Richter, Enron day-ahead trader.

Request 2. Please provide a comprehensive list of any other attorneys, Enron or
Portland General Electric employees with whom you consulted in preparation—or
otherwise discussed the contents—of the memos recently released by FERC. To the
extent possible, please also provide their titles, employer and the dates of your
interaction with these individuals.

Response. To the best of Mr. Hall’s recollection, below is a list of other attorneys
(other than personal counsel), Enron employees and Portland General Electric em-
ployees with whom in preparation of the December 6, 2000 memorandum from Ste-
phen Hall and Christian Yoder to Richard Sanders he may have consulted or other-
wise may have discussed the contents of the memorandum:

James Fell, partner at Stoel Rives, LLP;
Gary Fergus, attorney-at-law, formerly of Brobeck, Phleger & Harrison
LLP;
Richard Sanders, Vice President and Assistant General Counsel, Enron
Corporation;
Marcus Wood, partner at Stoel Rives, LLP; and
Christian Yoder, Director of Legal Services, UBS Warburg Energy.

Mr. Hall continues to offer his full cooperation with the Committee’s investigation
into this matter. Please feel free to contact me with any questions concerning his
responses.

Sincerely,
MARK J. HULKOWER,

Attorney for Mr. Stephen Hall.

RESPONSES OF GARY FERGUS TO QUESTIONS FROM SENATOR CANTWELL

Question 1. Please provide me with a comprehensive list of the traders with whom
you consulted in preparation—or otherwise discussed the contents—of the memos
recently released by FERC. To the extent possible, please also provide their titles,
current employer and the dates of your interaction with these individuals.

Answer. These are the individuals that I recall discussing, at least in part, the
facts underlying the contents of the memos:
Tim Belden, Vice President Enron North America; now at UBS Warburg
Jeff Richter, Manager Cash California Short Term Desk; now at UBS Warburg
Chris Mallory, Analyst Cash California Short Term Desk; present employment un-
known
John Forney, Manager, Real Time Desk; present employment unknown
Michael Driscoll, Analyst; present employment unknown
Mike Dillingham, Title unknown; present employment unknown
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Bret Huntsucker, Sr. Specialist, Cash Volume Management; present employment
unknown
Kim Ward, Manager, Middle Market; present employment unknown
Chris Stokely, Sr., Specialists, Volume Management; present employment unknown
Bill Williams, Specialist, Real Time Desk

My primary interaction with these individuals was in late fall 2000 and early Jan-
uary 2001. I also was in communication with Mr. Belden and Mr. Richter from time
to time thereafter on specific issues. There may be others that I do not recall.

Question 2. Please provide a comprehensive list of any other attorneys, Enron or
Portland General Electric employees with whom you consulted in preparation—or
otherwise discussed the contents—of the memos recently released by FERC. To the
extent possible, please also provide their titles, employer and the dates of your
interaction with these individuals.

Answer. I recall discussing the contents of the memos, at least in part, with the
following attorneys:
Gibbs & Bruns—Robin Gibbs, Jean Frizzell, Barrett Reasoner
Enron—Richard Sanders, Christian Yoder, Steve Hall (during certain periods)
Stoel Rives LLP—Marcus Wood, Steve Hall (during certain periods)
Post Kirby Noonan & Sweat LLP—Michael Kirby, Dave Noonan
Goodin, MacBride, Squeri, Ritchie & Day, LLP—Michael Day
Brobeck, Phleger & Harrison LLP—Michael Molland, Kelly Wooster, Peter
Meringolo, Amanda Smith
Bracewell & Patterson—Dan Watkiss
Ruby & Schofield—Allen Ruby
Cooper, Arguedas & Cassman—Chris Arguedas
Law Offices of Paul Meltzer—Paul Meltzer
Vinson & Elkins—Mark Tuohey III

There may have been other attorneys with whom I discussed the contents of the
memos that I do not recall.
Enron Employees

I spoke with the individuals listed above to learn the facts.
I may also have spoken with Allan Comnes, in Enron’s governmental affairs group

in Portland, about some of the contents of the memos.
Portland General Electric

I had two meetings with Portland General Electric but we did not discuss the con-
tents of the memos.

RESPONSES OF JEAN FRIZZELL TO QUESTIONS FROM SENATOR CANTWELL

The following are my responses to the questions from Senator Cantwell:
Question 1. You have asked me to provide a list of the traders with whom I con-

sulted in preparation—or otherwise discussed the contents—of the memos recently
released by FERC. I was not involved in the preparation of the memoranda au-
thored by Stephen Hall and Christian Yoder. I recall meeting with the following
traders in December of 2000 and/or January of 2001 before coauthoring the draft
memorandum:

a. Tim Belden: Tim Belden was the head trader for the Portland office. I have
heard that Mr. Belden currently works for UBS Warburg.

b. Jeff Richter: I do not recall Mr. Richter’s specific position; however, I be-
lieve Mr. Richter was responsible for one of the trading desks. I do not have
any information regarding his current employment.

c. John Forney: I do not recall Mr. Forney’s specific position; however, I be-
lieve Mr. Forney was responsible for one of the trading desks. I do not have any
information regarding his current employment.

d. Chris Mallory: I do not recall Mr. Mallory’s specific position; however, I be-
lieve Mr. Mallory was responsible for one of the trading desks. I do not have
any information regarding his current employment.

2. The attorneys, Enron or Portland General employees, with whom I consulted
in preparation—or otherwise discussed the contents—of the memos recently re-
leased by the FERC are as follow:

a. Gary Fergus—Partner, Brobeck, Phleger & Harrison LLP (now Fergus, A
Law Firm), 1 Market Street, 35th Floor, San Francisco, California 94105
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b. Michael Kirby—Partner, David Noonan (discussed Hall/Yoder memoran-
dum only), Partner, Post, Kirby, Noonan & Sweat, 600 West Broadway, 11th
Floor San Diego, CA 92101

c. Richard Sanders—Enron In house counsel, Enron Company, 1400 Smith
Street, 28th Floor Houston, Texas 77002-7361

d. Robin Gibbs—Partner, Barrett Reasoner; Partner, Brandon Allen (dis-
cussed Hall/Yoder memorandum only); Associate, Gibbs & Bruns, L.L.P., 1100
Louisiana, Suite 5300, Houston, Texas 77002

Æ
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